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FOREWORD
fifty-first annual meeting of the American Institute of
Accountants was held September 26th to 29th, 1938, at
the Netherland Plaza Hotel, Cincinnati, Ohio. The meeting
had as its theme “The Second Fifty Years,” and was in every
way worthy to usher in a new era in the history of accountancy.
The Institute’s committee on meetings and the cooperating com
mittees of the Ohio Society of Certified Public Accountants pro
vided a program which included technical papers on an unusual
variety of problems confronting the profession, culminating in a
general session at which ten representative accountants discussed
the subject of “Accounting Principles.” All the technical papers
presented at the 1938 meeting are here brought together in a volume
which should be of lasting interest to accounting practitioners and
students of accounting.
he

T

vii

I
Discussion of

“A Statement of Accounting Principles”
Chairman: RODNEY F. STARKEY

September 29, 1938

Introduction
BY GEORGE O. MAY

before this Institute would be justified
am sorry that I am not able to
participate in the round-table dis in adopting such a course.
As a result of the large amount of
cussion of accounting principles,
refinancing
that has been brought about
because I should have liked to say
something on the question of uniformity, by low interest rates, there has been
which has received much consideration much discussion in the last few years of
during the past year from the commit the question of the treatment of un
tee on accounting procedure. The amortized discount and expenses in
committee has felt that progress could connection with issues which are to be
most effectively be made through refunded. In discussions of uniform
cooperation with bodies, such as the accounting, much emphasis has been
Securities and Exchange Commission, laid on the difference in the treatment
which have powers to regulate account given to this item in the audited ac
ing in certain fields. It has felt, also, counts of large corporations, and I
that in order to have real progress we should like to discuss this matter
should have a clear understanding of briefly because it affords an excellent
the nature and difficulties of the prob illustration of the kind of problems
which arise in any attempt to establish
lem.
Of course, in regard to the great bulk uniformity.
As I pointed out in some lectures
of accounting transactions accounting
which
I delivered at Harvard last year,
rules are fairly well standardized, al
though no standardization can ever there are two main tests applied in de
eliminate the need for judgment and termining when charges or credits to
honesty in the treatment of particular income account arise—one is the ac
crual test, and the other is the test of
items.
Perhaps the feature of everyday completion of a series of transactions.
accounting in regard to which there is We say that a charge or credit to in
the least uniformity is the valuation of come arises when a series of transactions
inventories. This lack of uniformity is is completed—not because the gain or
not revealed in the common and reason loss is, in fact, attributable to that one
ably accurate statement that most in moment of time, but because the rule,
ventories are valued at cost, or cost or though conventional, has worked well
market whichever is lower, because in practice.
Always the question arises—what
there are so many ways of determining
the cost which is to be carried forward. constitutes a series of transactions, the
It seems to me highly questionable completion of which gives rise to a
whether any advantage would be charge or credit to income? In the case
gained, or any real progress made, by of a refunding issue, some take the
an insistence on the universal adoption view that the retirement of the old bond
of one of these many ways of determin issue completes a transaction which
ing cost. Certainly, I should feel that began with its issue—just as the dis
the question ought to be explored much carding of a piece of machinery through
more fully than it has been in the past obsolescence completes a transaction
which began with its purchase. Others
Note.—This statement was read by Mr. take the view that the refunding is a
Starkey in Mr. May’s absence.
voluntary action which will produce an

I
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general rule on this question which has,
of course, frequently come before it.
These cases illustrate the character of
our problem.
There is no doubt a widespread de
mand for uniformity, and it might be
the part of worldly wisdom to meet this
demand—in form, at least—as fully as
possible. But I think we have a higher
obligation. We should regard uniformity
only as one of a number of ways in
which accounts can be made more
valuable, particularly to the unskilled
reader. We should guard against the
dangers of unity of form which does not
represent corresponding unity of sub
stance, and we must face the problem
created by the fact that accounts are
needed for widely varying purposes, and
that the same procedures are not equally
appropriate for all purposes.
We should do all that can wisely be
done to promote greater uniformity and
should cooperate with others interested
for this purpose. If it should be found
possible to create within the Institute
an efficient research organization for the
purpose of making wise and steady
progress towards that goal, I, for one,
should welcome its creation and be
glad to contribute towards its cost. But
however successful we may be, we shall
never be able to make superfluous either
honesty and skill in preparing accounts,
or intelligence in interpreting them.

economy in that the cost of the money
borrowed over the remaining years of
the term of the original issue will be
lessened by the refunding, even if the
amortization of the old discount and
expense be included as a part of the
cost in this calculation. On this basis,
they hold that the unamortized dis
count and expense on the old issue may
be carried forward and written off over
a period in the future. They argue that
this method produces a truer picture of
annual income; the other school argues
that it involves carrying forward an
asset or deferred charge which should
be written off.
Each view of the transaction which I
have indicated has substantial support
among accountants. Moreover, many of
the refunding issues have been made by
public utilities which are subject to
regulation, and the regulating bodies
have laid down varying rules as to the
treatment of unamortized discount,
their decisions being influenced only in
part by accounting considerations and
to a large extent by considerations of
what they believe to be for the general
public interest.
In such circumstances, it seems im
possible for the Institute to lay down a
uniform rule for the guidance of its
members, and it is noteworthy that the
Securities and Exchange Commission
has also refrained from laying down any

2

Uniformity in Accounting
BY WALTER A. STAUB

A marked tendency of the machine
age has been toward the standardization of processes and
products. One development of the post
war depression period has been a cry
for certainty and security. This has in
turn led to regimentation and a certain
type of uniformity in thought and action
which are particularly manifest in
dictator countries in the present day.
Indeed, these countries appear to be
proud of such rigid uniformity and of a
blind yielding to arbitrary authority
and leadership, and now raise their
voices in condemnation of that liberty
of the individual and freedom of the
soul inherent in the democratic process
which had in large measure become the
desired form of government of prac
tically all cultured peoples.
This wave of regulatory thought has
not only penetrated the field of politics
and government, but appears to have
made its influence felt in many other
fields as well. Accounting has not been
immune from it and the subject of uni
formity in accounting has repeatedly
come up for discussion in recent years.
There has been expressed at various
times the desire for greater certainty
in the prescription of both principles
and their application and even in the
keeping of accounts and the form and
preparation of financial statements.
A part of the definition of the word
“uniformity” in Webster's New Inter
national Dictionary (second edition) is
“conformed to one pattern.” This
expresses succinctly the ultimate of the
conception of uniformity in accounting.
It suggests some questions which we
need to consider, namely, (1) how far
should, or can, there be completeness
of conformity to one pattern; or, (2) if
that be impracticable, should we strive
for a measure of uniformity; (3) if the

answer to (2) be in the affirmative,
should the goal be the maximum of
practicable uniformity in the sense of
definiteness in the stating of principles,
rather than in detailed procedures and
form; and (4) how much value would
some measure of uniformity have in
the devising of uniform systems of
accounts for various industries or classes
of enterprises and in the devising of
uniform financial statements drawn
therefrom?
Since it is assumed that everyone
attending this meeting is familiar with
A Statement of Accounting Principles,
prepared by Messrs. Sanders, Hatfield,
and Moore, I shall not quote therefrom,
but merely refer you to pages 18-20 of
that Statement, where some very sound
views are expressed under the headings
of “Uniform Form of Statements” and
“Terminology.”
It is interesting to note that, although
prescribed systems of accounts have
been in use in the public-utility field for
considerably more than a quarter cen
tury, there has been no comparable
development in the industrial field.
What approach toward accounting
uniformity, in the narrower sense of
classification of accounts or the like,
there has been on the part of trades or
industries has had more relation to the
subject of cost determination than to
the keeping of the general or financial
accounts or the preparation of financial
statements. This in itself would seem to
indicate grave doubt as to the practica
bility of anything approaching uni
formity of accounting in the industrial
field. At the 1934 meeting of the Insti
tute one of its past presidents, Charles
B. Couchman, presented a paper on the
subject of uniform accounting for
industry which developed most effec
tively the difficulties, if not the impossi
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bility, of working out such uniformity. rather than merely standardize, account
In the limited time available, I can ing practice and to lead to a minimum
not discuss the question in detail, but standard, rather than to a maximum, of
it would seem to me obvious that what good accounting practice. In other
might be termed superficial uniformity, words, there tends to be stabilization
to be accomplished through the pre at an approximate point of develop
scribing of definite systems or classifi ment, rather than regarding it as but a
cations of accounts and specified forms taking-off point for further advance
of financial statements, has such great and improvement.
I feel that much credit is due at this
limitations that effort in that direction,
at least in the industrial field, would be point to the Securities and Exchange
wasted and could be much better Commission for its independence and
utilized otherwise. Much more could be initiative in avoiding the temptation
accomplished by continued study and which usually befalls government to
development of sound accounting prin prescribe fixed rules and procedures.
ciples and their application under vary Although exceedingly interested in see
ing accounting principles and practice
ing circumstances.
An interesting illustration of the better understood and followed and in
fact that our profession was thinking development of the greatest practical
and working along these lines over consistency in the application to dif
thirty years ago is the reading of a paper ferent circumstances of accepted prin
at the Congress of Accountants held at ciples of accounting, the Commission
St. Louis in 1904 on the subject of “The has not attempted to do this by pre
Importance of Uniform Practice in scribing uniform systems of account
Determining the Profits of Public (excepting in the case of utility holding
Service Corporations where Municipal companies) or by formulating a code of
ities Have the Power to Regulate Rates.” accounting practice or by formulating
Rate regulation was at that time in its hard-and-fast rules, but rather by the
case method of dealing with the ques
infancy.
A special committee was appointed tions arising in the various registration
to consider the recommendations made statements filed with it, and by con
in that paper and to make a report ferring with the American Institute of
thereon to the Congress.
*
Neither the Accountants and others interested in
paper nor the committee’s report dealt the reasonable application of sound
with mere superficial uniformity of principles to given circumstances.
account classification or of the form of
Incidentally, the Commission has
financial statements, but with enunci discovered what professional account
ating the principles which should be ants have learned from experience over
followed in so marshaling and setting the years, that there may be alternative
forth the data contained in the accounts methods of accounting treatment for a
of public-utility corporations as to class of transactions,
*
depending either
make sound and helpful the application upon the circumstances of the particu
thereof to the determination of rates. lar case or upon an election between
It has been pointed out by others alternatives which management may
that uniformity of accounting, particu reasonably make.
larly when prescribed by regulatory
A few of the instances of this kind
authority, has a tendency to “freeze,” which have been particularly under
discussion during the last few years
* The paper, which was presented by Robert will illustrate this thought:
H. Montgomery, and the report of the special

committee appear in the Proceedings of the
Congress of Accountants, 1904.

* See A Statement of Accounting Principles.
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be used to accomplish this purpose.
Time does not permit going into this
question in detail, but it is interesting
to note that, as between several differ
ent regulatory bodies, their conclusions
as to the advisable method to be fol
lowed have not been uniform. For
example, in the matter of a recent issue
of bonds by the Indianapolis Light and
Power Company, the Securities and
Exchange Commission permits the un
amortized discount and expense appli
cable to the refunded bonds to be
amortized over the remaining life of
said bonds, while the discount and
expense applicable to the new issue,
together with premium to be paid in
redeeming the refunded bonds, is to be
amortized over the life of the new se
curities. In another case, the Federal
Power Commission allowed the un
amortized discount and expense appli
cable to the refunded bonds to be
amortized over that part of the life of
the new refunding bonds during which
they could be redeemed at a premium.
Still other methods have been suggested,
but what has been said is sufficient to
indicate that the prescription of a rule
of thumb method is neither feasible nor
desirable.

I.
In the treatment of funded-debt dis
count and expense, it was generally re
garded at one time as commendable
conservatism on the part of a company
to write off such debt discount and ex
pense against surplus upon the issuance
of bonds, rather than to amortize it over
the life of the bonds and to have in the
balance-sheet from year to year under
the caption of assets an item of deferred
debt discount and expense, which, of
course, is not a true asset, but merely
an account of convenience to reconcile
the balance-sheet and the income ac
count, if the amortization plan be
followed. The Interstate Commerce
Commission’s classification of accounts
for companies under its jurisdiction has
always permitted the alternative treat
ment. In the last few years it has be
come more generally recognized that,
although the writing off of the discount
and expense at the time of issuing the
bonds or at some other date prior to
their maturity may be conservative
from a balance-sheet standpoint, this is
not so in respect to the income account.
There has, therefore, been a change of
thought, leading to the general adoption
of the plan of amortizing the discount
and expense over the life of the bond
issue to which it relates.
A further phase of the question which
has received attention only in very re
cent years, is the treatment of the
unamortized discount and expense re
lating to an issue which is refunded be
fore maturity. It had formerly been the
general practice to charge off such un
amortized discount and expense (usually
to surplus) at the time the refunding
took place. Further consideration of the
subject has led to the conclusion it
would be more conservative not to
write off such unamortized discount and
expense, but to charge it off through the
income account over part or all of the
life of the new refunding bonds. The
question then arose as to the method to

II.
Another case in point is the valuation
of inventories. Due in part, no doubt,
to its recognition in regulations of the
United States Treasury Department,
about 1920, of the first-in, first-out
method of costing inventories (particu
larly where it was not feasible to iden
tify particular lots of goods) it has be
come a widely used method. During
recent years and particularly since the
advent of the depression, the subject
has had renewed study, and it has be
come recognized that in many cases the
last-in first-out method of costing
would be preferable and result in a
sounder relation between sales and cost
of sales, as well as avoid exaggeration of
profits in good times and of losses in
5

Accounting Principles and Procedure

course followed and there be reasonable
ground for such course.
I would not have it understood that
I am suggesting no attempt to develop
uniformity in accounting in a wise and
progressive manner. I believe, however,
that such striving for uniformity should
be, as I have already indicated, not one
of rigid conformity to one pattern (re
ferring back to the dictionary definition
already mentioned) but of developing
the fullest understanding and best
expression of accounting principles and
practice, and to encourage the fullest
measure of practicable consistency in
the application of such principles to the
varying circumstances of different cases
where the principle may be involved. I
am convinced that to do this in the most
satisfactory manner will always call for
the exercise of judgment and a sense of
practicality.
The profession, under the leadership
of the Institute and with the coopera
tion and encouragement of the New
York Stock Exchange and of the Secur
ities and Exchange Commission, since
the latter’s creation, has done much
over the years to foster the application
of sound principles in the accounting
practices of business and finance in this
country. Many of the generally accept
ed principles of today, as, for example,
the use of cost or market whichever is
lower, in pricing inventories; the ade
quate allowance for depreciation of
plant assets used in operations; the
elimination of intercompany profits in
statements embodying the operations
of affiliated companies, and so on, were
advocated by the public accountants of
this country at a time when their
acceptance and application in the
accounting practices of corporations
was still quite limited. I believe that
the profession, particularly in its work
through the Institute, should be coura
geous in continuing to urge the highest
standards of good accounting practice,
in formulating statements of accounting
principle requisite therefor, and in

poor times. Still another method which
has been used in certain industries over
many years, is the average-cost method.
Here, again, the exclusive prescription
of any one method would be undesira
ble, certainly in the present state of
study on the subject.
III.

Among the so-called investment trusts,
the determination of profit or loss on
sales of securities is of major importance.
The disposition of an entire block of a
given security involves no problem in
arriving at the correct amount of
resulting profit or loss. If, however, the
sale is of only a part of a given security
which has been acquired at different
times and at different prices, the ques
tion immediately arises as to how the
cost to be applied against the proceeds
of that part of the holding which has
been sold shall be determined. At least
four methods have been used:
(a) Identifying the cost of the particu
lar bonds or stock certificates
delivered for the sale;
(b) Averaging the cost of the entire
block of which a part is being sold;
(c) Assuming that the part which was
first purchased is that which is now
being sold;
(d) Assuming that the part which is
now being sold is that which has
been most recently purchased.

Two of the four methods are recog
nized by the Treasury Department for
income-tax purposes, but the particu
lar method for which preference has
been expressed by both the New York
Stock Exchange and the Securities and
Exchange Commission is the average
cost method, which is not permitted by
the Treasury Department for incometax purposes. Obviously, if two separate
departments or agencies of the Federal
Government are not in agreement on
the matter, the subject is hardly one
where the discretion of management
should be interfered with, providing
there be adequate disclosure of the
6
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facing and dealing effectively with the
problems arising from the great variety
of circumstances under which a given
principle may have to be applied. That
is the type of uniformity which I believe
will be most useful and helpful and

which will make for a continuance of
that progress in good accounting prac
tice of which there has been a consider
able measure of achievement in the past
and of which I am sure we all desire a
still greater measure for the future.
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Adjustments of Fixed Assets
BY HENRY T. CHAMBERLAIN

and meaningless, and has given rise to
much of our difficulty in reporting net
n the administration of a business
enterprise, management is called income. I refer, of course, to the terms
upon constantly to choose between “capital gain” and “capital loss.” If a
the various possible uses to which thecompany is in the business of manufac
assets may be put. Management must turing and selling machinery and during
choose between two broad uses: either a certain period makes a profit on the
assets will be used for the furtherance of sale of investment securities, there are
the business through its regular activi many accountants who will attempt to
ties, or they will be used for the further make a sharp distinction between the
ance of the business through activities gain resulting from the sale of machin
not directly associated with its regular ery and the gain resulting from the sale
functions. In either case, however, the of securities, calling the latter a “capital
force which motivates a choice of one gain.” What is there so peculiar about
use as against another is the hope for the gain from the sale of securities that
gain. Gain or loss which arises as a re does not attach to the gain from the
sult of a choice in the first group, we try sale of machinery and that requires the
to distinguish from gain or loss which use of the descriptive adjective “capi
arises as a result of a choice in the sec tal ” for the former? Do not all gains add
ond group by calling the latter “capital to the capital of a business and, there
gains” or “capital losses.” But in our fore, are not all gains “capital gains”?
attempt to account for these capital What those mean who use the terms
gains and losses, there have arisen two “capital gain” and “capital loss” is
or three schools of thought, and the that those gains or losses are of a non
concomitant result has been to intro recurring nature and consequently do
duce confusion into income measure not arise in the normal course of the
regular operations.
ment.
I do not mean to quibble over the use
I conceive it to be the duty of man
of
words if the meaning is clear. I am
agement to render, periodically, an ac
quite
willing to accept the use of the
counting of its stewardship in a clear,
terms
"capital gain" and ‘ "capital loss’’
understandable, and straightforward
manner so that he who has entrusted if it is understood that those terms mean
his assets to the care of management nonrecurring gains and losses. What I
may judge, insofar as figures can form a do quarrel with is the treatment often
basis for judgments, the quality of that accorded capital gains and losses in our
management. I maintain that a man reports—that of making direct credits
agement which reports to its stock or charges to surplus.
Every accountant will agree that de
holders and to the investing public that
its net income for the year was one mil preciation is an expense to be charged
lion dollars, when at the same time it against income. Yet many hold to the
recognized a loss of 270 million dollars idea that a loss on the sale or abandon
and ignored that fact in its net income ment of fixed assets is a capital loss to be
calculation, has, to put it mildly, failed charged directly to surplus. Losses of
this sort are nothing more than the
in its duty to those who trust.
There has grown up in accounting a reflection of insufficient depreciation
terminology which is at once misleading charges in the past, and there is no
Capital Gains and Losses

I
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more reason to charge these losses
directly to surplus than there is to make
the annual depreciation charge directly
to surplus, for after all they are both the
offspring of the same parents.
Those who hold for direct charges
and credits to surplus rest their case on
two rather shaky arguments. They
argue that there is something of a capi
tal nature in these gains or losses, which
is not present in other gains or losses, or
if they admit that the gain or loss is an
adjustment of past depreciation charges,
they say that surplus, being the reposi
tory of the net gains of the past, is the
proper place for adjustments which ap
ply to the past. The first argument has
no basis in fact or fiction and does not
warrant further discussion. The second
argument is well worth our considera
tion for it is a dangerous doctrine and
one that the accounting profession could
well take a stand against immediately.
If we say that capital losses incurred,
which represent understated deprecia
tion charges of the past, may be prop
erly charged directly to surplus, are we
not inviting management to deliber
ately understate depreciation charges?
If management knows that its account
ants will come to its rescue when the
day of reckoning comes, as it most surely
will, and bury charges in the surplus
account which should have gone against
its earning record, we can expect an
ever-increasing number of these ad
justments and an annual income ac
count that will mean little. On the
other hand, if accountants will take a
stand against this practice, we will have
fewer and smaller capital losses to deal
with, more carefully considered esti
mates of depreciation and obsolescence,
and consequently, an annual income ac
count of more significance. I believe
that we, as accountants, should have
only sympathy for the investor who,
after careful analysis of a corporation’s
published reports and its earnings rec
ord, purchases the stock of a company
only to find out a little later that what

he thought were its earnings, and on
which he based his judgment to buy,
were quite different from the true earn
ings of the company.
Every corporate manager is extremely
conscious of the importance to him and
his future of the last figure on the in
come account, but the accountant
should not lose sight of the fact that
that same figure is of even greater im
portance to thousands of investors and
prospective investors. The social re
sponsibility which falls on an account
ant who lends his name to a published
statement has now been recognized in
many quarters, and that responsibility
will not be discharged by merely doing
management’s bidding.
The emphasis in recent years on
“earnings per share” has been respon
sible for the attempts that are made to
isolate those factors in the net income
calculation which are of a recurring na
ture from those gains and losses which
are regarded as nonrecurring. No one
will criticize the accountant for trying
to segregate the recurring from the non
recurring items, but if that segregation
goes so far as to exclude entirely the
nonrecurring charge and credits from
the net-income calculation, then I con
tend that the income account is mis
named and misleading and misrepre
sents the true state of affairs. It is not an
answer to say that the inclusion of capi
tal gains and losses will distort the in
come account, for is that nothing more
than an argument for stabilization when
no real stabilization exists? We might
just as logically argue for a depreciation
charge based on sales, since that prac
tice will also tend to stabilize earnings.
I cannot refrain from quoting from an
article by Professor Hosmer of Harvard
University which appeared in the
March, 1938, issue of the Accounting
Review. The author, who holds a view
far different from mine, has this to say:
“ Every corporation is likely to have
almost every year credits or charges not
directly applicable to the business of
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that period, and the charges are likely to
be greater than the credits. If a par
ticular credit is in doubt, there is some
tendency for it to be classified as in
come, because income will be increased
thereby. If a debit is in equal doubt, it
may be charged to surplus in order to
prevent a decrease in reported income.
The line of distinction is often vague in
both bases, and there is a tendency over
a term of years for surplus charges to
be greater than surplus credits. This
tendency is directly contrary to con
servatism in income measurement.
“One serious difficulty with this
theory [direct charges or credits to sur
plus] is that, if an item is charged to
surplus because it is not applicable to
the period under review, it is thereby
removed from income determination
entirely and is not charged as an expense
of any period. If over a term of years the
amounts involved are large, there is a
possibility of serious distortion of re
ported income.”

If we accept Professor Hosmer’s analy
sis of the situation, we must conclude
that the accountant’s concept of net
income is extremely vague, or that the
principles to be applied in the measure
ment of income are known only to a few
and have never become the property of
the profession at large.
To sum up my views on the question
of capital gains and losses, I may say
that my whole thought is centered on
the need for clear and informative state
ments of income. I believe any differ
ences of opinion can be easily reconciled
if we will give serious thought to the
merits of a two-section income state
ment on which we will show the net in
come from operations and the final net
income as two distinct figures. If we
leave the door wide open and permit al
legedly sound business judgment to
decide for us whether a capital loss is to
be charged against income or surplus, or
whether it is to be set up on the balancesheet as a deferred charge, we can ex
pect nothing more than a continuation
of the chaos which has in the past ac

companied our efforts to make a report
ing of income.

Corrections

of

Past Errors

There is a rather close connection be
tween the subjects of capital gains and
losses and the correction of previously
reported income, inasmuch as gain or
loss from the sale or abandonment of
fixed assets usually represents over- or
underdepreciation in past periods.
For the purpose of narrowing this dis
cussion to the debatable area, all will
agree, I am sure, with the broad prin
ciple that operating expenses are prop
erly charged against income. But net
income, reported periodically, cannot be
accurately determined, due to a per
centage of error which will always be
present in the most carefully considered
judgments. What then are we to do
when these errors of judgment are rec
ognized or become proved facts? One
group holds that if the errors are not of
material importance, the corrections
can be made through the income ac
count, but if the errors are sizable the
corrections should be made by direct
charges or credits to surplus. The rea
soning of this group is again based upon
the “earnings per share” concept of the
income account. They hold that to
charge corrections of the past against
current income is to distort the current
results from operations. Using an over
worked example as the basis for a ques
tion, I would like to ask whether it was
more important to the public and the
investors in the United States Steel
Corporation to know that the 1935
earnings per share from operations were
thirteen cents, or that the corpora
tion in that year gave accounting rec
ognition to a net loss of 269 million
dollars, or nearly $31 per share. If the
explanation of the management of this
company is accepted, it is an admission
of failure to make adequate prior provi
sions for depreciation and obsolescence
which are most certainly properly
charged against income. If the practice
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followed by this company and many
others, that of charging corrections of
past years’ results directly to surplus, is
approved as good practice, then we are
placed in the position of saying that
charges which should have been made
against the income of some period may
be so handled as not to fall against the
income of any period.
I believe that the attempt to deter
mine "earnings per share” is quite
worth-while, but I also believe that the
figure will become even more significant
if we remove the temptation to avoid
forever charges which are properly
made only against income. The method
of reporting income which tolerates
direct charges and credits to surplus is
misleading and designed, one cannot
help but think, to appeal to the gullible
who regard the last figure in the income
account as the only figure of any sig
nificance in the accountant’s report.
It is not sufficient to say that “the past
has already been woven into the fabric
of our economic life,” for to the absentee
owner the past becomes the present
when for the first time accounting recog
nition is given to past errors in judgment.

upon to pass these unrealized profits to
income or earned surplus, but many felt
and still feel that the charge to income
for depreciation should be based upon
the appraised values.
With the depression, came the fad for
writing down cost and appraised values
to reflect, as it was often put, the de
cline in the price level. The write-down
was frequently made against paid-in
capital and the earned surplus was left
unchanged. In many instances these
write-downs were really corrections of
depreciation and obsolescence provi
sions of past years and should properly
have been charged to earned surplus by
way of the income account. In other in
stances, the write-downs were arbitrary
in amount and made for the sole pur
pose of relieving the pressure on the
future income accounts.
Perhaps there is a need for appraised
values for insurance or other purposes,
but certainly there is no place in the ac
counts for them. If they are to be shown
at all, they should be shown as col
lateral notations only, because a fact for
the accounting records should be one
which has been objectively tested in an
arm’s-length transaction. If write-downs
are reflections of lost usefulness—and
this is not properly called a write-down
—the charge should be made against
current income as a correction of pre
viously reported income now given ac
counting recognition for the first time.

Unrealized Profits and Losses
The subject of unrealized profits and
losses immediately calls to mind the
practice of writing up or down the
values of fixed assets and the various
inventory-valuation methods. With the
very limited time allotted to this part
of the discussion, I shall, and I believe
wisely, avoid entering the lists for
“cost,” “cost or market whichever is
lower,” or “base stock,” and confine my
few remarks to unrealized profits and
losses on fixed assets, as they are in
volved in the determination of net
income.
During the boom period of the late
“twenties,” accountants’ reports were
literally infested with write-ups of fixed
assets based upon appraisals which were
supposed to reflect “sound” values.
Fortunately, few accountants felt called

Deficits during the Development
Stage

During the early years of a corpora
tion’s life, it is often to be expected that
operating losses will be incurred in
building up the business to a profit
making capacity. But to some account
ants, including the authors of A State
ment of Accounting Principles, these
losses take on a color quite different
from the customary red and acquire
the characteristics of intangible assets
to be written off against income of
future years.
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the income of a future year? Convincing
answers to these questions from those
who hold that a loss during the develop
ment stage is an asset might bring about
my conversion, but until that time my
position will continue to be that a loss
during a development period in no way
differs from a loss during any other
period and no amount of account
ing hocus-pocus can change it into an
asset.

How can a loss of the stockholders’
contributed capital be converted into an
asset? If the item is truly an asset—and
there must have been some doubt in the
early years—why write it off when, by
the application of the doubtful theory
which was applied in capitalizing the
item in the first instance, it has proved
its worth? What principle is applied in
charging a loss incurred and given ac
counting recognition in one year against
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Principles of Depreciation
BY PAUL GRADY

E could easily devote the en haustion of property are, briefly, as
tire day to a discussion of de follows:
preciation and perhaps still 1. Retirement-and-renewal method fol
leave many aspects thereof, and the
lowed by most of the railroads for
views of many of the members present,
property other than equipment.
inadequately covered. I hope, therefore,
Under this method, no provision is
made for property exhaustion until
if some of my expressions seem to in
it is retired or replaced. In the case of
dicate a didactical and oversimplified
replacements, the cost of the re
viewpoint that you will attribute it to
placement, rather than the cost of
the limited time available for the dis
the original property, is charged off.
cussion and not to any failure on my
If the replacement involves a better
part to appreciate the complexity of the
ment, the portion of the new cost
problem.
applicable to the betterment is
Depreciation, in its true business and
capitalized.
accounting sense, means the decrease in 2. Retirement-reserve method followed
value of fixed assets due to expiration
by a considerable portion of the pub
lic-utility industry. Although most
of time, wear and tear, obsolescence,
companies following this method
and inadequacy. The principal difficul
make annual provisions for retire
ties in accounting for depreciation arise
ments in excess of actual retirements
from the fact that depreciable assets
and
thereby accumulate reserves
have lives extending over many fiscal
against future retirements, the re
periods. Therefore, it becomes necessary
tirement method does not contem
to estimate the useful lives of the de
plate a full provision and reserve for
preciable property and to adopt a
depreciation as determined by the
method of charging off the entire invest
age and estimated service life of
ment subject to depreciation in an
the property. Recently the Federal
Power Commission and the majority
equitable and reasonable manner as a
of the state regulatory commissions
periodical expense of operation. The
have adopted new uniform systems
mortality of fixed assets, except land, is
of accounts requiring the utilities
just as inevitable as that of the so-called
subject to their jurisdiction to adopt
animated objects of this world, and
a depreciation method.
failure to recognize the proper portion 3. The straight-line depreciation method,
of the loss in any fiscal period results in
which is probably more generally
a misstatement of net income and a
used in the United States than any
related misstatement of assets and sur
other method, contemplates a ratable
plus. If the practice is extended over
provision for the exhaustion of the
investment in the asset, less salvage
more than one fiscal period, the balancevalue, over the estimated service
sheet reflects the cumulative results of
life. The straight-line method may
the periodical misstatements. It is, of
be effectuated either by applying
course, axiomatic that material over
specified rates to the respective prop
statements or understatements of net
erty units or by applying composite
income and of the related balance-sheet
rates to groups or to the aggregate
accounts through unsound depreciation
depreciable property.
policies are contrary to accepted ac 4. The production method usually ac
counting principles.
cepts the principle of providing for
The principal methods used in the
the exhaustion of property over the
estimated life, but the periodical
United States in providing for the ex

W
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provisions are made a function of
units produced. There is considerable
theoretical support, from a cost
accounting viewpoint, for the pro
duction method. It would seem,
however, that a minimum should be
established below which the provi
sions would not be allowed to fall in
periods of relatively low production;
otherwise the method will not meet
the requirements of sound financial
accounting.
5. The sinking-fund method is based
upon the estimated life of the prop
erty, but also gives expression to
compound interest. Thus the annual
provision consists of: (a) the amount
of an annuity, which if invested at a
given compound-interest rate, would
accumulate a sum equal to the cost
of the asset at the estimated end of
its useful life, and (b) the interest
element for the period computed on
the balance previously provided by
annual provisions for depreciation
and interest accumulations. This
method results in considerably
smaller provisions during the early
years and correspondingly higher
ones in the later years, as compared
with the straight-line method. Pro
ponents of the sinking-fund method
state that it is particularly suitable
to a property which does not reach
its maximum earning power until
the later years of its service life. Al
though this characteristic must be
granted, there are other factors
which should be carefully consid
ered, such as the element of specula
tion involved in the estimated future
earning power, the fact that later
years of life of the property will un
doubtedly bring considerably higher
maintenance costs, and the question
as to whether the compound interest
assumed actually can be earned
either by investment in outside secu
rities or in the company’s own busi
ness.
6. The diminishing-balance method is
used more widely in England than in
America. Under this method a fixed
rate per cent is applied each year to
the net book value of the depreciable
asset to reduce such net book value
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to salvage value at the estimated
expiration of the useful life of the
asset. It will be noted that this
method is practically the reverse of
the sinking-fund method, in that
very much greater provisions for de
preciation are made in the early
years than in the latter portion of the
life of the property.

It is clearly the responsibility of the
management of an enterprise to adopt
the method of reflecting exhaustion of
property which in its judgment is best
suited to meet its own particular operat
ing conditions. Assuming that a depre
ciation method, as distinguished from a
retirement method, is adopted, it is also
the management’s responsibility to
arrive at carefully considered estimates
of the useful lives of depreciable prop
erty and salvage values, estimates which
are required as a basis for the periodic
depreciation provision. Furthermore,
every company should maintain prop
erty records in such form as will permit
a thorough review and reconsideration
of these basic data at intervals of, say,
three to five years, in the light of the ex
perience realized, and of the conditions
existing at the time of such review. By
this procedure the adequacy of the de
preciation reserve and of the annual
provisions will be tested and any needed
revisions may be made.
Admitting that the original deter
mination of depreciation provisions,
both as to method and amount, is a
management problem brings us to a
consideration of the responsibility of
the independent public accountant with
respect to depreciation. In the certifi
cation of the financial statements which
he has examined, the independent ac
countant is called upon to express his
opinion that, except for such qualifica
tions as he may find necessary, the
balance-sheet and statement of income
and surplus fairly present, in accord
ance with accepted principles of ac
counting consistently maintained, the
financial position of the company and
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the results of its operations. The results
of operations and financial position can
not be fairly presented unless the
periodic provision and the reserve for
depreciation are reasonably adequate.
Therefore, in my opinion, it-is definitely
the independent accountant’s responsi
bility to pass upon the reasonableness of
the provision and reserve for deprecia
tion. The fact that the accountant is not
qualified with the special management
and engineering knowledge and judg
ment required to make the original esti
mates of the useful lives of depreciable
property should not relieve him of the
responsibility of reviewing the data
supporting the company’s estimates in
relationship to maintenance policies and
to the pertinent operating conditions,
and of forming his opinion as to the
general reasonableness of the company’s
provisions for depreciation. There are
other accounts of business enterprises
which are based in considerable part
upon judgment and estimates which the
independent accountant would not be
competent to make in the first instance,
but that is no reason why he should dis
claim responsibility for examining and
passing upon the determinations made
by the management.
During the course of his practice, the
independent accountant is called upon
to examine and certify financial state
ments reflecting all of the different
methods of recording the exhaustion of
depreciable property heretofore briefly
described. The annual provision and
accumulated reserve will vary greatly,
depending on the method used. For in
stance, the provision during the first year
of use of property having an estimated
life of fifty years and no salvage value,
would amount to only .34 of 1 per cent
of the investment under a 6 per cent
sinking-fund computation, 2 per cent
under the straight-line method and 7 1/2
per cent under the diminishing-balance
method. The accountant cannot be ex
pected to certify without qualification
the widespread results obtained under

all of these diverse methods. Therefore,
it seems to me he is forced to choose the
straight-line method, which yields a
middle ground and uniform result, as
the general yardstick by which he
should judge whether the amount of the
provision and the balance of the reserve
for depreciation fall within the general
zone of reasonableness which may be
accepted without qualification.
Much space is devoted in deprecia
tion . literature to the question of
whether the real purpose of periodic
provisions for depreciation should be
to record the exhaustion of the present
investment in depreciable assets or to
establish a reserve to cover the esti
mated replacement cost of the property.
It seems to me that the matter of financ
ing the replacement of the property is
clearly a financial and not an accounting
problem. I, therefore, agree with the
views of Professors Sanders, Hatfield,
and Moore, as set forth in A Statement
of Accounting Principles, that the esti
mated ultimate replacement cost should
not be allowed to have any effect upon
periodic provisions for depreciation.
I cannot agree, however, with their
recommendation covering the treat
ment of depreciation when property
values have been increased by reap
praisal. It is stated in the document
referred to that the additional deprecia
tion provision required due to the ap
praisal increment should be charged to
appraisal surplus, thereby leaving the
charge to operating expenses the same
as it would have been had there been no
revaluation. What is to be charged if
the capital surplus has been transferred
into capital stock account or otherwise
disposed of, as very often happens? It
seems to me wholly inconsistent and
contrary to sound accounting and
financial practice to carry properties on
one basis of valuation in the balancesheet and depreciate them on an en
tirely different basis in the statement of
income.
In conclusion, I wish to comment
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briefly on the treatment of annual de
preciation provisions in published finan
cial statements. I had thought that
there was unanimity of opinion that
depreciation should be deducted in the
income statement. However, several
instances have been called to my atten
tion during recent months where the
statement of income has been brought
to a close before deducting depreciation
and interest, the latter items having
been deducted from surplus, which was

presented either in the balance-sheet or
as a separate schedule. In the instances
referred to, the accountants’ certifi
cates expressed no qualification with
respect to the financial statements,
whereas in my opinion the certificates
should have stated that the presenta
tion of a statement of income before de
ducting depreciation and interest is
contrary to sound accounting practice
and cannot be said to fairly present the
results of operation.
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Valuation of Fixed Assets and Principles
Related to Write-ups and Write-ins
by Jacob B. Taylor
thing that I think essential
It says, after discussing cost as the
in these discussions is that we basis for depreciation, “This question
refer rather definitely to what goes back to the question discussed
Professors Sanders, Hatfield, and Moore
under depreciation in the income state
have said. I should like to make one or ment section, as to whether the amount
two references to the statement of of depreciation expense should be com
principles itself, and then I should like puted so as to cover original cost of the
to make a general statement about the property or its replacement cost. Fol
necessity for discussions of accounting lowing the recommendation there made,
principles on the part of such groups as only depreciation on the original cost
this, or, as a matter of fact, about the should be charged to expense; but since
search for a definitive statement of ac the property has been written up to re
counting principles on the part of the placement value, future additions to
accounting profession.
reserve for depreciation should be on
This is not purely an academic sub that basis, in order to afford the proper
ject, not a subject which should be offset. The additional amount thus
confined solely to those people who provided in the reserve should be
find themselves within the four walls of charged against the appraisal surplus,
a university, but is something which which will thus be extinguished by the
has considerable interest and is tied time the related assets are retired.”
pretty closely to the whole existence
Then the most significant statement
of the practitioners in the profession of all appears: “This problem furnishes
itself.
further evidence of the general unde
On the subject of the valuation of sirability of writing up the assets in
fixed assets, as we find it on page 59 of the first place.”
the statement, the information is given
I think that definite statement might
that the property accounts should, if well have appeared earlier in the state
possible, be carried at cost, and then ment of principles.
comes the statement, “There is the
If I may, I would like to quote
further advantage in carrying such briefly from an article which appeared
property at cost rather than at an esti in The Accounting Review in June, 1936,
mated present value, in that while the which was the report, really, of the
determination of cost involves at times executive committee of the American
some difficult problems, it is generally Accounting Association on the desir
capable of objective verification, and is ability for a definitive statement of
free from the subjective element in accounting principles. I am quoting
herent in valuation by appraisal.”
only the part which has reference to the
If I had any criticism of that state particular subject which we are dis
ment, it would be solely that it is not cussing. It says, “The accountant’s
positive enough.
valuation of physical assets at any
We find the statement on page 65 given point of time involves the de
that the depreciation should be based termination of what part of the original
upon the cost of the assets. I want to cost should be written off to reflect
read that statement because I want to consumed, expired or lost usefulness and
use it as a basis of additional remarks. what part should be carried forward as
ne

O
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ment of Accounting Principles: “It is
generally accepted that a value should
be placed on goodwill in the books only
when goodwill has been purchased. The
corollary is that goodwill should not be
entered in the books of the business
which builds it up.”
I find no substantial disagreement
with what has been said. I think that
concerning the items about which there
is some general agreement among the
interested members of the profession we
should have some very positive enunci
ation of faith.
In that regard, if I may digress for a
moment and talk about the desirability
of making these tentative statements of
accounting principles in a search for a
definitive statement somewhat later on,
I think we must realize that the choice
is not entirely ours. If we look at the
commissions, state and national, which
are coming into being and which are
already in existence, which have the
power given them by statute to create a
set of accounting principles to which
those who appear before the commis
sion must conform; if you think of the
possibility of finding some bureaucrat,
without the ability to see the problem
as we should like to have him see it, able
to make important accounting decisions
for us—then I think I should urge upon
everyone who has anything to do with
the accounting profession not to shirk
the responsibilities in this regard which
lie ahead.
If the price of liberty is eternal vigi
lance, then the same thing may be said
about the question of keeping the ac
counting profession unfettered. We
must cherish those things which we
think to be most important, and I
think this to be one of them, if we want
to have the type of accounting practice
to which we have been accustomed.
In conclusion, I would like to quote a
few sentences from an address which
was given at the Ohio State University
by Howard C. Greer. I have the article
in front of me. He could make this

reasonably applicable to future opera
tions,” and then specifically in this
regard it says:

“If values other than unamortized
costs are to be quoted, they should be
expressed in financial statements only
as collateral notations for informative
purposes.
“An extreme change in the value of
money might vitiate the usefulness of
cost records, but there seems to be no
sound reason for repeated adjustment
of asset values for the ordinary changes
in price levels commonly experienced
from one generation to another. The
adoption of this basis for carrying as
sets in the accounts would eliminate the
heterogenous results of much recent
corporate accounting practice.
“The present procedure is unsatis
factory in that it permits periodic
revaluation of assets up or down in
accordance with current price levels and
expected business developments. Occa
sional uncoordinated appraisals produce
in the average financial statement a
hodge-podge of unrelated values of no
explicable significance to the ordinary
investor if indeed they have any to the
management of the enterprise affected.
“The history of cost and cost amorti
zation is a consistent record of actual
occurrences measured according to an
intelligent formula and constitutes an
essential starting point in financial
interpretation.”
From my own personal point of view,
the first sentence which says, “ If values
other than unamortized costs are to be
quoted, they should be expressed in
financial statements only as collateral
notations for informative purposes,”
would bring me in substantial agree
ment with what is said in the sentence
of the Sanders, Hatfield, Moore state
ment of principles, viz.: “This problem
furnishes further evidence of the general
undesirability of writing up the assets in
the first place.” We would avoid much
trouble by leaving the cost amount
untouched.
On the question of write-ins, we find
this statement on page 67 of the State
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with them, then the problem is to state
them. It is a difficult, complicated task,
but it is not impossible. Only our
diffidence, our preoccupation with other
matters, a certain degree of inertia
necessary in tackling this thing, pre
vents our getting this job done in some
satisfactory fashion. Any statement
that a given suggested rule or principle
is too rigid is an admirably constructed
statement if it is accompanied by a
suggestion as to what the proper quali
fication ought to be. It does not dispose
of the question merely to say that the
suggested rule is too rigid, that it can
not be uniformly applied, that it would
lead to injustices in a good many cases.
“Accountants must follow through
and decide what qualifications are
necessary, what alternative rule is
applicable, what type of explanation is
requisite. If it is absolutely impossible
to arrive at any kind of uniform treat
ment of certain ideals; if there are
treatments which necessarily vary so
much between companies that the ac
countant must be left free play to do
exactly as he pleases in handling them,
then we ought to say so frankly and
fully, and make it clear to everyone
that within these particular limits our
measuring device does not operate with
any degree of precision. But I think it
will be found, if we study these prob
lems in a sober and constructive way,
that the number of cases will be rela
tively small and that a detailed state
ment of accounting principles can be
developed which eventually can be
turned to by practising accountants
with the assurance that there is some
fundamental principle or rule or con
vention which can be applied with
suitable compensations and qualifica
tions in almost every instance.
“Many people will not welcome that
kind of situation. Many people in busi
ness, many people in accounting work
would much prefer the maximum of
freedom for the expression of individual
judgment and opinion. I may be en
tirely wrong in supposing that the time
for that has passed and that the current
of public thought today is in the direc
tion of compelling us to do those things
whether we want to do them or not. I

talk much more ably than I, and I
hoped he would appear on the program,
and I know you will agree that he
makes some very, very significant
statements in this regard. If I may, I
will tell you two things first. When
Judge Healey spoke at the meeting of
the American Accounting Association
in December at Atlantic City, I asked
him this question, “Would the Securi
ties and Exchange Commission be
willing to wait until the accountants
Could have the opportunity to compose
their differences, if any there are, and to
meet the problem squarely and see if
they could not assist in making what
ever rules and regulations from the
accounting viewpoint which seemed
necessary to be made?” He said that
the Commission had no intention to
force on the accountants any rules and
regulations which were unpalatable,
but it did have a problem to meet;
there were these tremendous numbers
of registration statements coming in
and some decision had to be made about
accounting matters affecting them.
A little later I asked the then chief
accountant of the Securities and Ex
change Commission whether, if the ac
countants did not formulate a defin
itive statement of accounting principles
themselves, the Commission would at
tempt, as far as its work was concerned,
to state such principles, and he an
swered in the affirmative.
My opinion is that we might better
do the things which we can do ourselves
rather than leave them for somebody to
do for us, someone who may in the end
do them in a way completely unpalata
ble to us.
I quote from Mr. Greer’s article:
“If the universal observance of
particular rules and conventions and
standards is not most desirable, then it
behooves the accounting profession and
those who are teachers and research
workers in this field to decide what
rules should apply. If qualifications and
exceptions are necessary in connection
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leave that question entirely with you,
but I cannot forbear, in closing, to
quote a statement that bears on the
point. This quotation is from Judge
Healey, of the Securities and Exchange
Commission, taken from his talk before
the American Accounting Association
last December. Speaking of what he
considered sharp practices by certain
lawyers in invoking legal technicalities

to defeat reasonable regulation, he
said: ‘Practices such as these menace
the welfare of capitalism. Those re
sponsible for them should take heed
lest in winning too many such battles
they lose the war.’ ”

And with Mr. Greer I close with
these words, “We don’t want to lose
the war.’’
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Principles Related to Inventory Valuation
BY J. CHESTER CRANDELL

o summarize my conclusions, I
am convinced that we should
adopt as the most important
principles of inventory valuation,
following:
1. That as conservatism is a virtue, cur
rent assets in a balance-sheet should
be stated conservatively, and there
fore the lower of cost or market is
the proper basis for inventory valu
ation (“market” in this phrase
being interpreted as the lower of
replacement cost and net realizable
value);
2. That regardless of whatever else a
profit-and-loss statement shows, it
should primarily exhibit the excess
of proceeds from sales made in that
period over the nearest practicable
approach to the actual cost of the
goods sold in that period; and
3. That the nearest practicable ap
proach to actual cost is
(a) the purchase or manufacturing
cost of the identical unit sold
when such unit differs from all
other units on hand at the date
of sale, and
(b) the moving average purchase or
manufacturing cost of all iden
tical units on hand at the date of
sale.

T

Methods

of

D. Lower of cost or market (usually
interpreted as the lowest of cost,
replacement cost, and net realizable
proceeds,
applied to each kind of
the
article in the inventory).

Inventory Valuation

All methods of inventory valuation
for balance-sheet purposes may be
classified under one of the following
groups:
A. Cost (or so-called “cost,” as cost
seems to be the broadest term in ac
counting literature and to include
and exclude about everything a
given author, client, or accountant
wishes it to);
B. Replacement cost (purchase mar
ket or reproduction cost);
C. Net realizable proceeds (sales mar
ket less all expenses of sale and de
livery) ;
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Conservatism

A principle almost as universally ac
cepted as is “consistency,” is “con
servatism,” which has caused a general
adherence to the lower-of-cost-or-market method of inventory valuation in
order that the inventory asset on the
balance-sheet shall not be stated at cost
if the items of which it is composed
could be replaced for less than they cost,
or if it appears probable that their net
realizable value will be less than cost.
Lower of Cost or Market

Desirable as conservatism may be in
stating assets on the balance-sheet, the
lower-of-cost-or-market method (what
ever the kind of cost used) is likely to
result in the profit-and-loss statement
reflecting, for goods which remain on
hand over several inventory dates, an
unrealized loss in one period of falling
prices, an unrealized gain in a second
period of rising prices (to the extent
that the new market is not greater than
original cost), and in the third period,
when the goods in question are perhaps
sold, the profit exhibited is not the dif
ference between the selling price and the
cost, but rather the difference between
the selling price and either the replace
ment cost or the estimated net realiza
ble value at the beginning of the period
in which the sale was made.
It is recognized that many account
ants, under a common variant of the
lower-of-cost-or-market method, would
not in the above example recognize the
unrealized gain in the second period of
rising prices, but on the contrary would
state in the closing inventory, items
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which were on hand at the close of the
period on the same basis as at the begin
ning of the period. They would thus
show an unrealized loss in the first
period, and in the third period a profit
greater than the actual profit. While
the word “cost” is often a misnomer
in the straight lower-of-cost-or-market
method, in this variant of the method
both the word “cost” and the word
“market” are misnomers.
The lower-of-cost-or-market method
of inventory valuation thus causes
the profit-and-loss statement to reflect
a net income based upon a mixture of
realized profits and losses from sales
actually made, and possible but un
realized losses from future sales, with
out indicating how much of the net in
come comes from completed and how
much from uncompleted transactions.
This is, of course, objectionable to
those who, like the speaker, believe
that the primary purpose of the profitand-loss statement should be to reflect
the results of completed transactions
and that the net income for the period
covered by the profit-and-loss state
ment should be stated on the basis of a
comparison of the proceeds of com
pleted sales with the nearest practicable
approach to the actual cost of the goods
sold.
Those who take this point of view
have no objection to having the net
income so computed reduced by the ad
justment of a reserve to reduce the in
ventory to market value, for the pur
pose of stating the closing inventory on
the balance-sheet on a conservative
basis. We do not, however, see why the
desire for a conservative balance-sheet
justifies the taking, in its name, of so
many liberties with the profit-and-loss
statement.

inherent therein would be overcome, by
the adoption of the following simple
devices:

1. Do not change the book value of
goods on hand because the replace
ment or the net realizable value has
decreased since the goods were pur
chased or manufactured; on the
contrary, leave them on the books at
cost;
2. Provide a reserve for the difference
between cost and the lower of replace
ment or net realizable value; and
show cost, reserve, and net value of
the inventory on the balance-sheet;
3. On the profit-and-loss statement,
determine the net realized income
for the period by contrasting the
proceeds from goods sold in that
period with the cost of such goods,
ignoring all intermediate net valua
tions based on market values.
4. At the very end of the profit-andloss statement, apply to the net
realized income the adjustment of
the reserve to reduce inventory to
market, determining the portion of
net realized income transferred to
surplus.
5. In annual reports, always submit
comparative profit-and-loss state
ments for at least a three-year pe
riod, with a total column and an
average column; and train company
executives, stockholders, and the
public to think of earnings and divi
dends in terms of such three-year
periods.
The adoption of these five devices
does not preclude a company from
showing on its profit-and-loss statement
whatever additional information it de
sires. For example, proceeds from sales
may be compared with the cost of such
sales computed on a standard basis,
provided the gross profit determined
on such basis is then adjusted to an
actual-cost basis.

A Suggested Remedy

What “Cost” Should Be Used?

It is my belief that all of the advan
tages of the lower-of-cost-or-market
method of inventory valuation would be
retained, and all of the disadvantages

The second and third principles
which I stated at the outset, and the
suggested device (just mentioned) of
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leaving inventory items on the books at
cost, still leave for discussion the ques
tion of how costs should be determined.
I assume that we are all in agreement
that, when an article is sold which is the
only unit of its kind on hand at the date
of sale, the proper figure to be con
trasted with the proceeds of the sale to
determine profit is the actual cost of the
unit sold.
Where detailed records are not avail
able, it is impossible, of course, to con
trast the proceeds of the sale with the
actual cost of the goods sold, and then
it will be necessary to use the method
which provides the nearest practicable
approach to actual cost.

lon is delivered, parts with 1/100 of the
total and has 99/100 left. Prior to the
sale he had 100 gallons which stood
him $10; after the sale he has 99/100 of
100 gallons, and by any logic with which
I am familiar, from an economic point
of view the remaining 99 gallons stand
him $9.90. That is why I believe that
only by the moving-average method of
costing sales and determining resultant
inventory values can the changed eco
nomic status of the seller be correctly
reflected.
This is, I believe, equally true in a
case where, instead of pouring the 100
gallons of oil when purchased into a
single container, all gallons purchased
are segregated and continuously iden
tified by being placed in identical gal
lon bottles, numbered successively from
1 to 100. It is, of course, technically
true that if the shipping clerk delivers
gallon bottle numbered 15, the seller
will part with an identified gallon of
oil which actually cost him 8 cents, but to
use 8 cents in determining the gross profit
from the sale would not, in my opinion,
measure the change in the economic
status of the seller. Under such a plan,
by selecting a particular gallon for de
livery, the seller would be able to show
whatever profit he wished on his profitand-loss statement, and yet the fact is
that, since he parted with 1 out of 100
identical units, whichever one he chose
to deliver would have reduced his in
ventory assets by an identical value,
1/100 of the previous whole. This, it
seems to me is sufficient reason, from
the standpoint of principle, to remove
from serious consideration the costing
of sales on the basis of selected identi
fied purchases of identical goods.
As previously stated, the moving
average cost in the above example was,
for simplicity, made identical with the
weighted-average, as these methods
produce identical average unit costs up
to the time of the first sale. The
weighted-average method is much less
accurate than the moving-average

Moving Average Method
Even when detailed records are avail
able and the unit sold is one of a group
of identical units on hand at the date of
sale, it is my opinion that the moving
average purchase or manufacturing cost
is the proper figure to be contrasted
with the proceeds of the sale to deter
mine profit. It seems to me that the
moving-average method in such a case
is the only method which measures
the change in the economic status of the
seller resulting from the sale of this
unit.
As an example (which for simplicity
I shall state on a weighted-average
basis), let us consider an oil barrel into
which is poured successively a certain
number of gallons of oil, each of an iden
tical nature and test, and at different
costs per gallon—say 10 gallons at 6 cents,
30 at 8 cents, 10 at 10 cents, and 50 at 12 cents, a
total of 100 gallons at a total cost of
$10, an average of 10 cents per gallon.
If one gallon is now sold, the gallon
withdrawn cannot be identified, and
as a matter of fact it probably actually
consists of 1/100 part of each of the 100
gallons which were originally poured
into the barrel. The purchaser does not
care which gallon he receives and, there
fore, each gallon commands the same
selling price. The seller, whichever gal
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method, since the costs of goods pur
chased or manufactured after a given
sale are allowed to affect the computed
cost of that sale.
Under the moving-average method,
a new average unit cost is computed
after each purchase or manufacture,
no change being made at the time of a
sale, although in computing subsequent
average costs the goods sold are elimi
nated. For example, if in the above il
lustration the 99 gallons which re
mained in the inventory after the sale
of the 1 gallon were increased by a sub
sequent purchase of 33 gallons at 14 cents,
the resulting inventory would appear
as 132 gallons at a total cost of $14.52,
and the new average cost would be 11 cents
per gallon, which average unit cost
would be used in costing the next sale.

Other Methods of Inventory
Valuation

the sound accounting principle that prof
it is finally determinable at the time of
sale, and that what may happen in the
future, if and when the replacing unit,
if any, is sold, is an entirely separate
accounting transaction.
It does not seem to me that a desire
to stabilize the disclosed profits of suc
cessive periods justifies a departure
from sound economic truths and the
employment of an accounting fiction.
All advantages of the various methods
of inventory valuation other than the
moving-average method can, I believe,
be accomplished by arranging the prof
it-and-loss statements as I have sug
gested, and adopting the policy of
presenting with every profit-and-loss
statement for a given period similar
statements for at least the two preced
ing periods, with a total and an average
column covering the entire period.

Federal Taxation

It appears to me that the weightedaverage method, the selection-of-identified-purchases-of-identical-goods meth
od, the first-in, first-out method,
the last-in, first-out method, and the
base-stock method of computing cost of
sales and values of inventories, while
under certain conditions conforming to
generally accepted accounting princi
ples in the sense of “practices approved
by well-informed accountants,” do not
conform with what should be generally
accepted accounting principles in the
sense of “fundamental truths.” These
methods are more arbitrary than the
moving-average method; they are either
expedients to determine valuation in
cases where detailed records are not
available, or are adopted for the pur
pose of decreasing the peaks of profit
and raising the lowlands of losses, in
other words stabilizing to various ex
tents the disclosed profits of successive
accounting periods. Moreover, to the
extent that any of these methods recog
nizes the cost of replacing an item sold
as a factor in determining the profit on
the item sold, there is a departure from

Many accountants consider the fed
eral tax law and regulations important,
or even controlling, factors in decisions
as to inventory valuation methods, but
I see no reason why they should be so
considered from the standpoint of prin
ciple.
I have already suggested that all
profit-and-loss statements be presented
on at least a three-year basis. The great
est injustice of recent federal revenue
acts is their inequitable treatment of
companies with alternate peaks of
profits and lowlands of losses, as con
trasted with companies making the
same total profit over a three or fiveyear period but making approximately
the same amount each year. If the law
could be changed by basing the tax of a
given year upon the average net in
come of the past three or five-year
period, or (as a less desirable alterna
tive) by permitting the carrying for
ward of losses over a three- or five-year
period, this major injustice to a large
portion of taxpayers would be avoided,
and administrative problems and con-
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troversies as to the year in which a
given item belongs would be mini
mized.
The single argument against the
change which could reasonably be urged
by any member of the House or Senate
is the reduction of federal revenue, and
this could readily be made up by a slight
increase in the tax rate. If such a change
in the federal revenue act were made,
the Treasury Department should have

25

relatively little interest in what method
of inventory valuation is adopted by a
given taxpayer so long as the method is
consistently applied.
I therefore suggest that the impor
tance of this subject justifies a concen
tration upon this one point by the
Institute’s committee on federal taxa
tion, even perhaps to the exclusion of
all other desirable revisions of the fed
eral revenue act.

Principles Related to “Deferred Charges” and
“Prepaid Expenses”
BY W. A. PATON

not prepared a written state items, unexpired insurance, and perhaps
ment on the subject that has been a number of other types of balances, and
assigned to me. I have, however, reporting the total as deferred charges,
jotted down a one-page outline of someis decidedly poor practice. Current
of the points that might be covered, prepayments, of unquestioned validi
and anyone who would like to have this ty, should be treated as current as
outline, to mull over, can secure a copy sets; contra equity items should be
so reported on the liability side; losses
from the supply I have here.
*
I will speak very informally about should be written off; only long-term
two or three of the points that I have costs applicable to the future, and not
listed as relating to the subject of de reportable elsewhere, should be shown
ferred charges and prepaid expenses. as deferred charges.
An interesting point relative to the
It is very likely that nothing I shall
have to say will justify the use of the use of the expression “deferred charge”
impressive word “principles,” but I lies in the fact that the term implies an
shall assume that it would not be income-sheet or dynamic point of view
fruitful here to engage in another dis with reference to accounts as compared
cussion of the significance and proper to the balance-sheet or static point of
view. That is, by setting up the concept
application of that term.
As to the meaning of the expressions, of the “deferred charge” we are assum
“deferred charge” and “prepaid ex ing a flow of costs through business op
pense ’’—the Sanders-Moore-Hatfield erations, and are raising the problem of
report finds no basic distinction, and I what costs should be absorbed currently
agree with this finding. The authors and what costs should be deferred to
point out, however, that the use of the subsequent periods. In this connection,
term “prepaid expense” generally sug it is perhaps not unfair to note that in
gests short-term, regularly recurring the past we have been a bit too much
items such as rent advances, unexpired preoccupied with the balance-sheet
insurance, and the like, while the audit and the interpretation of business
term “deferred charge” generally des transactions and operations from the
ignates relatively long-term items, such standpoint of the showing to be made
as advances on a long-term lease or de in the balance-sheet. I have been grati
velopmental costs in mining operations. fied to observe in the discussion today
Speaking of the use of terms, I feel of various topics under this general
that there is serious objection to the head of accounting principles that there
use of the heading “deferred charges,” has been a marked emphasis on the
etc., as a catch-all label for unexplained income sheet (“income statement,”
odds and ends, shown as the last item “profit-and-loss statement,” etc., as you
on the asset side of the balance-sheet. prefer). This shift in emphasis, it seems
That is, this business of adding together to me, is the most noteworthy feature
stock discount, bond discount, genuine of the trend of present-day examina
organization cost, doubtful claims, un tion of accounting principles and pro
amortized cost of abandoned-plant cedures.
The conception of the deferred charge
might even be applied to such items as
* This outline is appended.

I

have
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plant assets, if we cared to use the term
broadly (although I do not suggest that
we actually adopt such a usage). The
undepreciated costs of highly special
ized plant facilities in modern enter
prise are essentially nothing more than
deferred charges to future operations
(ignoring the net salvage value that is
sometimes present, which is typically
a relatively unimportant element).
The basic approach, as I see it, that
ought to be adopted in determining
what charges shall be deferred in a
given case is suggested by this type of
query: Is the particular charge under
consideration reasonably applicable to
future periods? Does it have some sig
nificant relationship to future periods?
Is there some service or benefit impli
cation with respect to future periods?
That should be, as I see it, the general
approach.
As a corollary, or related observa
tion, I would suggest that we give a
little more attention to the question of
economic significance as opposed to
tangible quality. Throughout the struc
ture of accounting, I submit, there is
far too much emphasis upon the cri
terion of tangibility in reaching a con
clusion as to how business costs shall be
recorded and reported. We need to re
member that in accounting we are deal
ing with the valuation aspects of
things, the economic aspects of things.
It also needs to be remembered that all
costs, in the last analysis, are largely
service costs—the material or physical
elements represented in economic goods
in their original position in the earth,
untouched by human activity, seldom
have any considerable value. Further,
the homogeneity of all classes of legiti
mate costs in their relation to the activ
ities of the enterprise must be recog
nized. We should be just as willing to
defer one type of cost as another, pro
vided it represents a legitimate service,
incurred in business operations, and
provided there is good ground for say
ing that the significance thereof at
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taches to later periods rather than to
the current period of reckoning.
The accountant, in other words, is
unduly suspicious of service costs
which cannot readily be embodied in or
attached to specific items of tangible
property. I submit that the costs of the
services of the banker, the engineer,
the attorney, or even of the poor old
accountant may conceivably be re
lated, in particular situations, to the
future rather than to the current period.
I am just as willing to assume that pro
fessional services will be economically
significant to the business, and to future
revenues, as the services of the mason,
the bricklayer, and the others who
seem to be closely associated with the
construction of tangible things. To be
very specific, I see no good reason for
the traditional attitude of suspicion
which accountants adopt toward legiti
mate organization costs. Such costs,
measured in terms of cash, are just as
surely and properly a part of the total
capital invested in the enterprise as
the cost of plant assets.
The point of view I am suggesting is
that each cost should be considered on
its merits. We should dispose of each
charge incurred in accordance with
what seems to be the reasonable inter
pretation of the circumstances.
Another matter on which I should
like to comment, in the limited time
available, is this question of the treat
ment of losses, a question raised in a
very definite manner by Dean Cham
berlain in this morning’s session.
The Sanders, Moore and Hatfield
report, although making some excellent
observations about deferred charges,
seems to take the position that it is
reasonable to defer “abnormal losses
which it is not yet convenient to write
off.’’ It seems to me that we should not
support this sort of doctrine. The ap
proach that I have suggested is that of
interpreting each charge on its merits, in
the light of the actual conditions and
the clear implications for the future; it
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deed, how anyone can look ahead with
any confidence in any direction is more
than I can see, excepting the fact that
it is almost certain that for years to
come we shall continue to have large
governmental deficits.
Anyone operating a business nowa
days is operating a very speculative
undertaking, and the profit-and-loss
statement of that business should not
be prepared as if it were an abstract
technical situation, entirely independ
ent of the economic setting in which the
concern has its being.
So I suggest that we modify some
what the sharpness of the contrast be
tween “operating” and “nonoperat
ing” elements as we have been in the
habit of viewing it. I don’t think the
distinction is altogether useless, par
ticularly for departmental purposes,
but I do believe that it should not be
pressed too hard in connection with the
general income report. It is somewhat
artificial to conceive of the business con
cern as able to carry forward activities
with only an occasional modification of
the smooth flow of production.
I would also like to echo the slant
about the accounting period that has
been emphasized once or twice today.
Mr. Crandell brought it out in his dis
cussion of the problem of the inventory.
In addition to rubbing in the idea of
operation in the narrow sense a little
too hard, we have perhaps swallowed
too completely the idea that frequent
income statements are a desirable
thing. I am becoming more and more
skeptical of the usefulness of these
monthly, quarterly, and other short
term income reports. I am inclined to
believe our emphasis ought to be on
long-term reports. Even the year, the
length of time it takes the earth to
make its trip around the sun, is often
too short a period on which to base de
pendable conclusions with respect to
the business enterprise. Mind you, that
is not saying that sales and various
types of costs, current phenomena in

is not a question of convenience or the
desire of somebody to paint a pretty
picture.
Referring to our old friend conserva
tism, it certainly is not conservative to
talk about deferring abnormal losses,
admitted losses, simply because it is not
yet “convenient” to write them off.
The kind of conservatism we want is
intelligent, coherent conservatism that
we can follow all the way through our
accounting problems, not the kind that
we can drop wherever it seems to be
“convenient” to do so.
I think that the willingness to treat
actual losses on occasion as deferred
charges in part grows out of an unduly
narrow conception of business opera
tion. We are continually contrasting
“operating” items, charges or credits,
with “nonoperating” items. This type
of classification is not in itself unreason
able, but the process is fraught with the
danger of ignoring the essential unity of
business activity. The typical business
concern, I submit, is not engaged in
technical, physical production as such;
it is rather engaged in carrying on cer
tain activities under the influence of a
range of impinging economic conditions
—conditions which may either facili
tate or impair. And I think it is de
cidedly unwholesome to lend ourselves
to the support of suggestions from the
immediate management or anyone else
to the effect that the essence of opera
tion is (for example, in oil refining)
purely technical, unaccompanied by
speculation in raw materials and other
complications. In general, I submit, the
entity for which we are keeping ac
counts and preparing reports is a com
plex, speculative business undertaking.
I submit that speculation, in a broad
sense, is just as much a regular con
comitant of business operation as tech
nical production, living in the kind of
world that we do. Certainly if we are
making any plans right now for the
next five years, I should say that specu
lation was the characteristic feature. In
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the business situation, may not be re
ported at very frequent intervals; I am
talking about the profit-and-loss state
ment or income statement which leads
to some sort of conclusion about earn
ing power.
The business process is simply too
complex to justify issuing positive,
black-and-white statements for these
short-term periods. And it would be
helpful if the use of yearly reports
might be supplemented by statements
for longer periods. At one of our meet
ings a few years ago, I suggested the
development and use of the cumulative
income report, covering, say, a period
of three to five years, and I repeat the
suggestion now. It seems to me that
this is the type of device that ought
to be emphasized, as a means of placing
yearly figures in proper perspective,
rather than tinkering with yearly fig
ures in such a way as to make the state
ment for the year look rather more
stable than is justified by the conditions
of the particular period.
What I am saying here goes right
along with the proposition that the in
come statement should be inclusive; it
should cover everything from Genesis
to Revelations, right down the line. In
other words, we should start off with

sales and never let go until we get to the
balance-sheet surplus figure. That is
the conception of the income sheet that
I have been very much sold on for quite
a number of years, and which has been
emphasized by the American Account
ing Association in its tentative state
ment of accounting principles. This
recommendation does not preclude ex
tensive orderly classification; it doesn’t
preclude sorting out some items that
are distinctly technical and operating in
character from other items; but it does
avoid, if followed, tucking away,
through the back door of the surplus
account, charges or credits which the
management finds it “inconvenient”
to disclose explicitly.
Even if a general position is taken as
indicated, there is plenty of room for
debate as to where particular items
should be located. Undoubtedly charges
arise which logically relate to surplus.
Suppose, for example, that an addi
tional tax assessment is levied on the
earnings of preceding years. Such a
charge certainly should be reported,
but by definition and calculation it is
based on prior years’ earnings, and it
should be labeled accordingly and lo
cated at the appropriate point in the
complete income statement.

OUTLINE OF PERTINENT POINTS
To reemphasize one point, the test as
to whether or not a particular element
of cost should be deferred is not that of
managerial convenience or managerial
desire to make a showing; we should re
sist any push in that direction. Instead
the test should be: can we honestly say,
on the basis of impartial contemplation
of the economic and operating condi
tions, that this particular charge re
lates significantly to the activities of
the future?

tion if terms are legitimately used.
2. These terms imply an income-sheet
approach; business operation is
viewed as a flow of cost.
3. Emphasis on economic significance
rather than physical or tangible
quality.
4. Intrinsically, specialized inventories
and plant assets are outstanding
cases of “deferred charges,” al
though usually not so labeled.
a. “Deferred charge” might be re
stricted to long-term or fixed
items; “prepaid expense” to
short-term or current items.

I. Conception of “deferred charge”
and “prepaid expense.”
II. Basic assumptions and conventions
1. No broad or fundamental distinc
involved.
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c. Final charging to revenues, or
recognition as losses (unrecover
able costs).

1. Stresses going-concern postulate.
2. Focuses attention on cost incurred,
rather than market value.

V. Division of costs incurred between
revenues and deferred balances.
1. Basic test—is charge reasonably ap
plicable to future business?
2. Supplementary tests.
a. Irregular v. regular charges.
b. Controllable v. uncontrollable
charges.
c. Major v. minor charges.
d. Clerical expediency.
3. Question of losses; true losses should
not be deferred.

III. Criteria of procedure involved.

1. Must be orderly, systematic, as op
posed to arbitrary and capricious.
2. Must avoid propaganda, “playing
favorites.”
3. Must conform reasonably to objec
tive physical conditions and proc
esses.
IV. Periodic treatment of stream of
costs.

1. Three main steps—
a. Making original charge as cost is
incurred.
b. Tracing, classifying, and assign
ing in terms of functions, proc
esses, products, and departments.

VI. Use of these labels as catch-alls to
cover security discounts, organi
zation costs, short-term prepay
ments, special losses, etc., entirely
unjustified.
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Principles Related to Treasury Stock
by

Albert J. Watson

the subtopic assigned to
me may be divided into two
parts, namely, (1) principles re
lated to the acquisition, holding, and
disposal of treasury stock and, (2) prin
ciples related to profits and losses on the
sale of treasury stock, I propose to dis
regard such divisions except in the con
clusions which I have reached. To save
time I shall state briefly the accounting
principles set forth in A Statement of
Accounting Principles on pages 89 and
90, but would point out that the sub
ject matter is classified as “Reacquired
Stock” and not “Treasury Stock” and,
although the latter term is applied to
donated stock, I shall discuss only the
former.
It is stated:
although

1. Reacquired stock should be kept dis
tinct in all records from unissued and
canceled stock.
2. Because of the distinction between
the legal requirements and regula
tions for the original issue of capital
stock and the freedom for disposing
of reacquired stock, there should be a
separate statement of unissued and
reacquired stock in the records and
on the balance-sheet.
3. Reacquired stock is, strictly speak
ing, not an asset and should prefer
ably be shown as a deduction from
capital stock issued, although it is
unwise to make a fast rule “since
some circumstances seem to require
or, at least, justify its treatment as an
asset. Such cases should, neverthe
less, be regarded as exceptional.”
4. Surplus arising from the sale of re
acquired shares is in general to be re
garded as capital surplus, but when
such profits or losses occur in small
amounts, it may be treated as earned
surplus. In any case, such items
should be clearly and separately
stated.
5. Dividends on reacquired stock should
not be reported as income.
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Under the subheading of “Purchase
of Treasury Stock out of Surplus,” on
page 91, the pamphlet states that the
phrase is misleading and that the idea
to be expressed is that shares cannot be
purchased if the result of such purchase
would reduce the net assets below the
amount of stated capital, which is the
usual statutory restriction. On page 72
of the pamphlet, under the subheading
of “Marketable Securities,” it is stated
that reacquired shares should not be
included in the current-asset section.
A review of accounting literature, re
cent publications, and correspondence
on this subject to some extent confuses
the issue, and I will, therefore, refrain
from quoting the authors or expressing
agreement or disagreement with their
conclusions. Consideration of the sub
ject by the Institute dates back to the
work of the committee on state corpora
tion laws, on which I had the pleasure
of serving actively with the late Robert
E. Payne, as chairman. This report,
delivered to the council of the American
Institute, dated January 2, 1935, dealt
exclusively with the subject of treasury
stock and particularly with the effect of
existing state corporation laws, relating
to stated capital, on the balance-sheet
presentation, with a complete analysis
of the corporation laws of forty-eight
states and two territories, summarizing
the provisions relating to the acquisi
tion of treasury shares. A later report,
issued to the executive committee,
dated November 11, 1935, defined
treasury stock as “shares of capital
stock which, after being issued fully
paid, are subsequently reacquired by
the issuing corporation,” and made
seven specific suggestions for the treat
ment of treasury stock on the balancesheet. Apparently this report was re
ferred to the special committee on
development of accounting principles,
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it necessary to stand on firm ground
and not be misled by decisions applying
to the revenue act or to the conflicting
requirements of the state corporation
laws, except insofar as the restrictions
prescribed by the latter affect the
proper presentation of capital and sur
plus on a balance-sheet, and I have no
time to pursue the economic principles
involved except to state that I believe
my conclusions are sound economically.
Although a corporation is a separate
entity at law, it necessarily cannot exist
without stockholders. The legal pro
vision for the corporate form grew out
of a demand for a form of business or
ganization more flexible than a partner
ship or joint venture and permitting
larger aggregations of capital. But dis
regarding the legal form, I believe that
stockholders are partners in a joint en
terprise. We recognize that the corpora
tion enters into a contract with each
stockholder when it issues shares of
stock and necessarily the contract
terminates when it reacquires such
shares. On such reacquisition, the num
ber of shares outstanding in the hands
of its stockholders has diminished and,
although the corporation has not yet
taken, or may not propose to take, the
legal steps necessary to cancel such
shares, nevertheless, I think it is in
correct to state that these shares are in
the company’s treasury and to describe
such shares as “treasury stock.” How
ever, for this purpose let us consider
that usage justifies the term. I cannot
be convinced that a corporation can
own a share of itself, and on that basis I
cannot recognize that reacquired or
treasury stock can possibly be an asset.
The action of a corporation in reac
quiring shares from a stockholder for
cash contributed by its stockholders or
from funds borrowed on the strength of
its contributed capital is not in pursuit
of the purpose for which it was organ
ized, although it may be permitted by
law, and certainly a corporation could
not exist for that purpose alone. When

which agreed with the committee on
state corporation laws that, generally
speaking, treasury stock should not be
carried as an asset, but did not feel the
Institute should take the position that
treasury stock should never be carried
as an asset and doubted the wisdom of
the Institute in expressly recognizing
the propriety of treating the stock as an
asset in certain defined circumstances.
I am not advised of what final action
was taken with regard to the reports of
the committee on state corporation
laws, as these reports were never pub
lished. The committee on accounting
procedure formulated a report, con
sidered by the executive committee of
the American Institute on April 8,
1938, expressing agreement with the
opinion of the special committee on
cooperation with stock exchanges, viz.,
that the difference between the pur
chase price and stated value of the
corporation’s common stock purchased
and retired should be reflected in capi
tal surplus, that the increase or decrease
in the net asset value of shares of com
mon stock due to purchase and retire
ment relates to the capital of the
corporation and does not give rise to cor
porate profits or losses, and with the
concluding opinion that, as a broad
general principle, the difference between
purchase and resale price of a corpora
tion’s common stock should not be re
flected in the earned surplus account
either directly or through inclusion in
the income account. In publishing the
report of the committee, the executive
committee did so without giving its ap
proval or disapproval, which raises a
very interesting question of procedure
to be considered by the entire member
ship of the American Institute of Ac
countants. The opinion expressed by
the committee is supported in the ac
counting release of the Securities and
Exchange Commission dated May 10,
1938.
In determining the accounting prin
ciples relating to this subject, I believe
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such action takes place, the assets of
the corporation have been reduced, and
similarly this must be reflected in a re
duction in either the capital or surplus.
In other words, total funds contributed
by the stockholders through capital or
undivided surplus have been decreased,
as well as the number of its shares out
standing in the hands of the public.
It is argued that, as these reacquired
shares may be resold to other stock
holders, they represent an asset of the
corporation. Are they not the same kind
of asset as the authorized and unissued
shares of the same corporation, al
though, in the case of reacquired shares,
no legal formality is necessary to dispose
of them and, in the case of authorized
and unissued shares, consent of the
stockholders and governmental author
ities may be necessary? Although there
are legal differences, do sound account
ing principles justify the concept that a
portion of the net worth, expressed in
shares reacquired by a corporation, is an
asset, whereas the retirement and pay
ment of capital to a partner simply re
duces the partnership capital?
In my opinion, when stock is reac
quired by a corporation and until such
time as it is resold or retired by proper
corporate action, such shares of stock,
stated at the cost of acquisition, should
be recorded in a separate account and
the balance-sheet should show that
these shares are in suspense by deduct
ing the cost thereof from the total of
the capital and surplus accounts so that
the net equity or net worth of the re
maining stockholders may be ascer
tained. Under no consideration and at
no time should treasury stock, regard
less of the amount, be merged with other
items on the balance-sheet and, whether
or not the number of shares and the
cost thereof is inconsequential or im
material, they should not be carried as
an asset. In this latter respect only do I
disagree with the committee on ac
counting procedure. It has been sug
gested that where reacquired stock is
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held for resale to officers and employees
or where resale has taken place subse
quent to the balance-sheet date, but
prior to publication thereof, such stock
may be shown as an asset, but I am not
in agreement with this suggestion, on
the grounds that reacquired or treasury
stock at no time can be considered an
asset. In such circumstances or if the
conclusion has been reached to retire
the reacquired stock, such information
should be given by footnote to the
balance-sheet. If the reacquired stock is
under a bona-fide contract of resale to
officers and employees or bona-fide
loans or advances have been made for
the purchase of such reacquired stock
from the corporation, the primary asset
is the contract or advance and should
be so considered; the capital stock in
this case is merely security.
An analysis of the corporation laws
of the fifty states and territories indi
cates that twenty-two states do not per
mit purchase of shares out of capital,
while six states permit such acquisition
without restriction as to condition of
capital or surplus, but within certain
limitation. With one exception, the re
maining twenty-two states and terri
tories permit such acquisition, either
without or with restrictions. The excep
tion by court decision stipulates that a
corporation has no power to purchase
its own stock. Where it is necessary to
disclose such restrictions, this informa
tion can be furnished by footnote to the
balance-sheet.
As stated at the outset, I must apply
the conclusions I have reached to the
second part of my topic, namely, “ Prin
ciples Related to Profits and Losses on
the Sale of Treasury Stock,” regarding
which there seems to be more contro
versy and disagreement than the prin
ciples relating to the presentation of
the item on the balance-sheet. It must,
of course, be obvious that if reacquired
stock is not a true asset, but only a
share in the net worth which has been
reacquired from a former stockholder,
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the proceeds from the contract entered
into with a new stockholder to whom
these shares are transferred is capital.
The definition of income acceptable to
either economists or public accountants
cannot be applied to such a transaction.
In short, a certain portion of the net
worth has been distributed to a former
stockholder and a new stockholder pays
into the corporation funds for the ac
quisition of that share. Both, to my
mind, are transactions simply relating
to the capital of the company and not
the investment or use of capital to pro
duce income. To illustrate that it would
be a fallacy to consider as income the
excess of the amount received from the
new stockholder over the amount paid
to the former stockholder for such
shares, let us assume (1) that prior to
the acquisition of the stock the corpora
tion showed operating losses, (2) that,
during the period the reacquired stock
was held by the corporation (say one
year), large profits were earned, and (3)
that by the end of the year, when the
shares were sold, the market value of
the stock doubled. If the excess is con
sidered profit, then the income account
will not only show the profit from opera
tions which is, no doubt, responsible
for the increase in the market value of
the stock, but also the excess attribut
able to that portion of the capital stock
disposed of. Anyone who accepts this as
an accounting principle should agree
that dividends pertaining to reacquired
stock are also income so that we would
have an aggregate net income of (1)
operating profit, (2) realized increase
in market value of such shares, and (3)
dividends from reacquired shares paid
out of that operating profit during the
year. Similarly, should the shares be dis
posed of at less than the reacquired
price the net loss would perforce be
increased.
As stated in A Statement of Account
ing Principles and in the opinion of the
committee on accounting procedure,
the excess of the amount received from

the disposal of the reacquired stock
over the cost of its acquisition, which is
reflected in the net asset value of the
shares outstanding in the hands of the
public, should be regarded as capital or
capital surplus. This must be accepted
by accountants as a sound conclusion,
since the par or stated value of the
capital of a corporation is not altered
by formal action when stock is reac
quired, nor is it changed when such
stock is resold. In the case of a corpora
tion having capital surplus which is not
included in stated capital and when the
laws of the state of incorporation con
tain no restrictions, a deficit or loss on
reacquired shares may be charged to
capital surplus. Such a loss, however,
should be charged to earned surplus or
undivided profits if the capital surplus
is part of the stated capital or if the
state laws provide that earned surplus
was restricted at the time of such ac
quisition, since part of the earned sur
plus has been lost if the cost of acquisi
tion is not fully recovered.
In conclusion let me engage in wish
ful thinking that the necessity for ac
counting principles of treasury stock
will not exist forever. It would seem evi
dent that abuses of the corporate form
of business enterprise must be corrected
or controlled voluntarily or by regula
tion to meet an ever-growing demand
for honesty in economic life. Either the
acquisition of corporate shares out
standing must be prohibited or the
resale of reacquired stock must be sub
jected to the same regulation as per
tains to the original issue, including
liability of the purchaser.
You are aware that the companies
act of Great Britain makes it unlawful
for a company to finance the purchase
of its own stock except by loans to em
ployees or their trustees for this pur
pose. I will admit, however, that under
circumstances such as the settlement of
a debt or to eliminate controversy (as at
present provided in many state corpora
tion laws), such acquisition may be for
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holding it for resale. Has this practice
not been abused, often to the detriment
of minority stockholders? These and
other abuses of the corporate form of
business enterprise have furnished op
portunities for criticism of the capitalis
tic system. Should our profession not
take the leadership in advocating regu
lation of such practices?

the benefit of the remaining stock
holders.
In practice we must deal with facts
as they exist and in the light of the legal
formalities and regulations which gov
ern the conduct of corporations, but I
would like to cut clear through to the
motive of the management of corpora
tions in reacquiring capital stock and
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Principles Related to Earned Surplus
BY WILL-A.

Clader

ou have by this time learned 2. Earned surplus is acquired through
the normal operation of the corpora
from the speakers who preceded
tion’s business.
me about the principles govern
3. Earned surplus should include only
ing the things that go to make up earned
consummated transactions.
surplus. The proposition is stated in the
booklet A Statement of Accounting
The authors of A Statement of Ac
Principles that earned surplus is that counting Principles do not categorically
part of surplus which has been earned say that, but to me it seems to be im
by the corporation. You and I know plied.
that the word “earned” is generally
The lack of unanimity of opinion
accepted to mean “acquired by labor, about these propositions should not dis
service, or performance” and that the concert us when it is considered that so
word “surplus” in accounting terminol much in accountancy is determined by
ogy denotes the excess of the net assets individual judgment and experience.
over the total face value of the corporate This judgment and experience is natu
shares. In my opinion, all principles of rally broadened by discussions like
accounting have a direct effect upon those in which we are engaged today,
the determination of earned surplus, and the publicity given thereto for the
and principles related directly to earned study of those who are unable to be
surplus are few. This seems to be con with us.
firmed by the little space given in the
I consider earned surplus an impor
booklet to the subject.
tant part of a financial statement. The
It says that earned surplus should importance of the annual earned surplus
include:
has been emphasized in the past few
years.
(a) Profit made by enterprise in pro
The earned surplus account, in my
ducing and selling a commodity or
opinion, should be the addition of the
service.
(b) Income from investments.
annual profit-and-loss accounts, re
(c) Gain made by selling part of the duced, of course, by deductions made
fixed assets at a price greater than thereagainst.
cost.
Whether or not increment resulting
(d) Earned surplus is not limited to from buying or reselling by a corpora
earnings resulting from the main
tion of its own capital shares shall be as
operations.
signed to earned surplus is suggested to
Some of the principles related to costs you for an expression of opinion. Both
of producing income have been men sides of the question have been pre
tioned by the discussion leaders who sented to you in The Journal through
preceded me. After all, that is the final two excellent arguments.
resting place of the things discussed.
Whether it is important to identify
The disposition of surplus seems to be free surplus with the amount available
the subject matter about which Mr. for dividends, an attempt which the au
Nissley, who follows me, will speak.
thors term “is generally futile,” might
I think that the following are basic, be discussed by you today to ascertain
although without limitation thereto:
views upon its relative importance, if
1. Current earnings of a corporation go any.
to make up earned surplus.
The booklet points out that “the
36
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California statute provides that divi
dends may be paid ‘ out of earned sur
plus’” and that under this statute no
item not legally available for dividends
should be entered in the balance-sheet
as earned surplus. As legal conceptions
of corporate surplus seem wholly in
appropriate for sound business admin
istration, I should like to hear this sub
ject developed by your discussion. It
seems to me that a balance-sheet in
California presenting a financial posi
tion should not be dissimilar to one in
Pennsylvania.
In conversations with accountants
during the past few years I found that
there is a definite feeling that there are
limitations and restrictions on rules or
principles of accounting. I offer my ob
servations in the hope that something
will be accomplished today toward a
better understanding of limitations and
restrictions applied to earned surplus.
After all, there should not be too many
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unsolved controversial questions about
the rules that so vitally affect our work.
In conclusion, I offer for discussion
the following propositions:
1. Shall earned surplus be confined to
profit from normal operations?
2. Shall so-called profit on retirement
of preferred stock be included in
earned surplus? (I have in mind a
corporation which retired its pre
ferred stock at a price less than the
amount originally contributed. This
transaction does not produce cash, it
takes it away.)
3. Consummated transactions. This fea
ture is met with large contracting
firms.
4. Free surplus. Shall accountants en
deavor to set forth free surplus as
described in the pamphlet?
5. Legal surplus. (I have in mind states
like California.) Shall accountants,
without consultation with lawyers,
set forth legal surplus as differen
tiated from the accounting concept
of earned surplus?

Charges against Surplus
BY WARREN W. NISSLEY

limitations as to time,
Provisions for depreciation in market
value of investments
I will comment on only the fol
Anticipated losses on sale of fixed
lowing two of the items listed
as being legitimate charges against assets
Self-insurance
earned surplus on pages 94 and 95 of
Future inventory losses
A Statement of Accounting Principles:
Future experimental or development
expenses.
1. Appropriations for special purposes.
2. Adjustment because of wrong cal
If it is desired to set up such reserves
culation of profits in earlier years.
from surplus to indicate, on the current
I will also comment on charges against balance-sheet, the effect of anticipated
reappraisal surplus. While the authors future happenings which may affect the
do not include any charges of this kind balance-sheet adversely, they should be
with “legitimate charges against capi designated as reserves for contingen
tal surplus” on pages 94 and 95, they cies, and the nature of the contingencies
classify “reappraisal surplus” as a sub may be indicated. However, when the
division of capital surplus there, and events actually occur, the results there
elsewhere in their book they refer to of should be reflected in the income
charges against this subdivision.
statements of the years of their occur
rence. The reserves, when no longer
Appropriations for Special
needed, should be credited back to sur
Purposes
plus. ,
It is unfortunate that the authors
If, on the other hand, the reserve is
did not give examples or a definition of deemed necessary as a result of happen
the special purposes for which they con ings of the current year, the provision
sidered it proper to make appropria therefor should be made by a charge to
tions by direct charges to earned the income statement of the current
surplus.
year. Reserves provided from income,
Appropriations for reserves in con of course, should be charged with the
templation of charges thereto which items for which they have been pro
would otherwise be chargeable to the vided when the exact amounts of said
income statements of the present or charges become known.
future years, for example, can have im
Adjustment Because of Wrong
portant effects on such income state
Calculation of Profits
ments. Such appropriations have been
of Prior Years
approved by auditors, but our thinking
In their summary on page 114, the
on the subject has been clarified in re
cent years and they are contrary to the authors state: “As far as possible, net
weight of present practice. There may income should be so determined that
appear to be some argument that such it will need no subsequent correction.
appropriations are conservative as to When, however, such correction be
the current balance-sheet, but they comes necessary, it may be made
undoubtedly have the opposite effect on through current income only if not so
future income statements.
large as to distort the statement of that
The types of reserves to which I income; otherwise it should be made
refer are the following:
through earned surplus.”

D

ue to
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In considering this problem, it is
well to keep in mind that fixing the
timing of the event or events which
makes material adjustments of the
accounts necessary is one of the most
difficult tasks facing auditors, and one
which results in many differences of
opinion between them and manage
ment. What, for example, is the event
that makes a large account doubtful of
collection, a specialized inventory un
likely to be salable at cost, expenses of
attempts to develop new products
and processes valueless, the amounts
charged for depreciation and obso
lescence too small, a contested claim
likely to become a real liability, etc.
Usually there is not any one event, but
a series of events, sometimes not close
together. If the decision has an impor
tant effect on the accounts, it is much
more difficult to reconcile the differ
ences of opinion between the auditors
and management as to whether the
cause of an important adjustment,
which both agree is necessary, is a hap
pening of the current year or is a hap
pening of a previous year, the effect of
which was not then correctly judged.
Since hindsight is better than fore
sight, and since a private burial in sur
plus is much less noticeable than a
public funeral in the income statement,
the attempts to convince auditors that
charges should go to surplus, under the
accounting principle set forth by the
authors, result in many gray hairs.
However, this method of accounting is
still used in many cases.
Personally, I am much in favor of a
“clean” surplus account, assuming,
of course, that the income statement
each year is prepared only after a care
ful examination by independent audi
tors. Under this method, material ad
justments of income statements of
prior years and material items of an
unusual character occurring during the
current year are grouped together in
the last section of the income state
ment, each item included therein being
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separately described. The income bal
ance before this group of items is de
scribed as “net income for the year
before unusual items below” and the
final figure in the income statement as
“balance of income transferred to
earned surplus.” It is not to be inferred,
however, that there would always be
such unusual items or adjustments.
I believe that practice in recent
years has been in the direction of the
“clean” surplus account and away
from the position set forth by the au
thors. It might be worth-while to con
sider briefly the purpose of the income
statement, which, it is generally con
ceded, is the most important of the
financial statements. If it were prac
ticable, there would be arguments to
favor an accounting income statement
which would reflect exactly the changes
in the economic status of the enter
prise during the period and nothing
more. Such a result, however, cannot
be achieved under present accounting
conventions which have been proved
valuable over a period of many years.
The most important of these conven
tions is that whereby income is reflected
in the accounts only after it has been
realized in cash or its equivalent.
The economic status of the enterprise
changes, however, whenever there is
a bona-fide change in values, whether
realized or not.
The principal, and almost the only,
ultimate use to the ordinary reader of a
published income statement of a single
accounting period is its use as a basis
of estimating—or perhaps we should
say guessing—the probable earnings
for the immediate future. For that pur
pose, it is essential that the material
unusual items of the current period
should be excluded from the figure
which he uses as his basis, but it does
not follow that it is essential that the
last figure in the income statement
should be the figure he uses. If he were
to be able to use that figure, it would
be necessary to show unusual items of
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the current year as well as adjustments
of prior years as direct surplus items.
I believe, however, that it is just as
logical to group both classes of items in
the last section of the income statement,
and this method has the advantage of
requiring the interment of the errors
and misfortunes of management in pub
lic. It has the further advantage of
assisting the auditor in arranging for
a prompt funeral since, if management
realizes that the item will need to go
through the income statement of some
year, it is less difficult for the auditor
and the management to agree upon the
period in which the write-off should
occur.

Charges

against Reappraisal
Surplus

There is, even at this time, prob
ably more disagreement among pro
fessional accountants on this subject
than on any other. On page 65, the
authors state that “only depreciation
on original cost should be charged to
expense. . . . The additional amount
(of depreciation) . . . should be charged
against the appraisal surplus.” It is my
understanding that the Securities and
Exchange Commission takes the same
position, if the appraisal surplus has
not been formally made part of the
capital of the corporation, and that it
has very recently authorized charges
to appraisal surplus for that part of the
“depreciation on appreciation” equiva
lent to appraisal surplus not capitalized
in a case in which the other part of the
appraisal surplus had been so formally
capitalized. There are arguments to
support this position. The principal
one is that the write-up of the assets,
and the creation of the corresponding
appraisal surplus, are merely memo
randum entries placed on the books for
the information of readers of financial
statements prepared therefrom, and
that it is proper to make annual
changes in these memorandum entries
by reducing both to reflect the change
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in the original information that occur
red during the year. It appears to me
that, even admitting that this is a
sound procedure technically, the result
may be misleading unless a new ap
praisal is made whenever there is a
material change in the price level exist
ing at the time of the original appraisal.
A further argument is that when the
property is used up or otherwise dis
posed of, the only aggregate cost to the
enterprise is the original cost of the
property, and that the income state
ments should reflect this fact.
It is my belief, however, that the
only logical method of charging depre
ciation on an income statement that
accompanies a balance-sheet is on the
basis of the property values set forth
on that balance-sheet. Otherwise the
corporation has its cake (for the
balance-sheet) and can eat it, too (for
the income statement). I believe that
if the write-up is for information only, it
should not be incorporated in the body
of the balance-sheet, but set forth as
explanatory matter or as a footnote.
I believe that if a corporation elects to
actually change the figures on its books
and on its financial statements, it
should be assumed that it has done
something equivalent to formally capi
talizing the write-up. This might well
be justified if it was believed that it
would be necessary to replace the prop
erty at the higher cost levels, provided
the depreciation thereafter charged on
the income statement was based on the
replacement cost, so that the addi
tional permanent economic capital re
quired by the enterprise on that basis
would be provided from earnings.
It is probably a fair statement that
a majority of the property write-ups
of the past have been made solely for
the purpose of improving the equity
shown for the stockholders on the
balance-sheet. Under these circum
stances, it seems to me unsound to
adopt accounting principles whereby
this equity can disappear as a result of
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operations if the dividends paid are
exactly equal to the subsequent earn
ings as shown on the income statements.
In conclusion, we should remember
that the principle of property write-ups
is contrary to one of the oldest con
ventions in accounting, i.e., that eco
nomic gains should not be reflected in
the accounts until they are realized in
cash or its equivalent. For example, we
do not permit even inventories to be
written up until they are sold. Con
sequently, unless we are to assume that
the balance-sheet is almost meaning
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less, I believe, the incorporation there
in of increases in property value for
information purposes should be dis
couraged. I believe said write-ups can
be almost eliminated if it becomes a
universally accepted principle of ac
counting to require depreciation for
the income statement to be calculated
on the same basis of value as is used for
the balance-sheet. I believe the Securi
ties and Exchange Commission can
make a real contribution toward bet
ter accounting by prescribing this
method.

Some Debated Issues on Consolidated
Financial Statements
BY E. L. KOHLER

December I had the honor of brief summary of the propositions I
presenting the views of the ex- made last year and a review of the com
ecutive committee of the Ameri ments, particularly the adverse criti
can Accounting Association on thecisms, which have been leveled at them
subject of principles that should be since.
observed in the preparation of consoli
Ten Propositions
dated financial statements. The oc
There were ten propositions, each
casion was the annual meeting of the
Association. (The paper was published having as its purpose the clarification
in the March, 1938, issue of The Ac and restatement, sometimes the modi
counting Review.) Since then I have been fication, of existing practices, to the end
the recipient of a number of communi that the basic principles might be more
cations dealing with the subject. Im logically and consistently recast and
portance seems to attach to these more closely related to present-day de
procedures because the reader of con velopments in accounting.
The first proposition was an attempt
solidated statements has no basis for
knowing what practices have been to restate the definitions of terms com
followed in their preparation. Until monly employed. A consolidated state
required by the Securities and Ex ment was said to be a variety of a “com
change Commission, disclosures as to bined ” statement, a “group” statement
procedures were uncommon and, as all [confined to companies having a com
of us know, many different theories mon control] being the other member of
have been followed. No textbook deal this family. “Control” was described
ing primarily or incidentally with con as arising from a number of possible
solidated statements has covered the sources of which the ownership of a ma
ground satisfactorily, and many of the jority of the voting shares was but one.
commonest practices, so far as I know, Emphasis was put on the explanatory
have never appeared in accounting and secondary character of consolidated
literature. The authors of the Insti statements, and their validity as wholly
tute’s A Statement of Accounting Prin independent pictures of financial condi
ciples have fragmentary and astonish tion and operating results was generally
ingly naive notions of consolidated denied.
statements, their comments thereon
In the second proposition, the signifi
adhering closely to the conventional cance of consolidated statements was
ideas of other textbook writers. The stated as being in proportion to the
profession has much to gain from a homogeneity which the related mem
broad review of consolidated-statement bers of the group have and to the lack of
practices, the principal advantage be an independent status of the subordi
ing that proper interpretation is more nate members. A number of situations
likely to follow if the underlying body were presented for the purpose of illus
of principles becomes more generally trating the impropriety in certain in
stances of consolidation. Where a sub
understood.
Because of the brief space of time sidiary was omitted from a consolida
allotted to me here, it has seemed best tion, the necessity of presenting its
to confine myself to two things: a separate financial statements was em
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phasized, provided, of course, that its
assets and liabilities were material.
Group statements were suggested in
the third proposition as possible substi
tutes for consolidated statements where
widely differing and practically unre
lated activities characterized a control
ling company and its subsidiaries. This
condition is illustrated where a purely
holding or investment company, acting
only as an owner, has a number of sub
sidiaries of a certain type. It may be
more useful from the interpretative
point of view not to merge the assets of
the holding company with its subsidi
aries, but to present the combined pic
ture of the several secondary companies
as though but one subsidiary existed.
Consolidating or grouping statements
were urged in the fourth proposition as
helpful supplements to consolidated or
group statements. These statements, be
longing to the order of worksheets, can
be utilized for the purpose of displaying
in summary form the principal classes of
assets and equities, and the principal
elements making up the consolidated
excess or surplus, minority interests,
and intercompany eliminations.
The next four propositions dealt with
consolidation procedures. Proposition
five advocated the elimination of all
intercompany transactions and every
intercompany profit, regardless of mi
nority interests, and the keeping of an
eliminations ledger as an essential part
of the records of controlling companies
issuing consolidated statements. Propo
sition six sought to establish the date on
which a controlling interest in capital
stock was acquired, as the determinant
for the measure of the consolidation ex
cess or surplus and of consolidated
earned surplus. Proposition seven set
forth a rule for the disposition of pre
mium or discount from intercompany
obligations whereby an excess or defi
ciency in cost, as compared with the
book value of the obligation at the date
of acquiring control, would be regarded
as an adjustment of the consolidation

excess or surplus and, in the case of an
intercompany obligation coming into
possession after the date of acquiring
control, would be considered as current
profit or loss. Proposition eight indi
cated the desirability of setting forth
the details of the capital stock and sur
plus of minority interests, including the
adjustment where necessary of the por
tion of intercompany profit and similar
eliminations applicable thereto, these
details to be supported by a supple
mentary schedule or by the consolidat
ing statement previously mentioned.
Of the remaining two propositions,
the first asserted the necessity of a
separate set of accounts for each sub
sidiary distinct from those of a parent or
other related company, in order that
there may be no significant omission in
the financial statements of the security
behind the various corporate obliga
tions. The last proposition dealt with
the practice of accruing or not accruing
profits and losses on the books of the
controlling company, the point of view
being that no practical need exists for
taking up undistributed profits of ma
jority interests and that, if a reserve is
to be created for the decline in value of
the investment in a subsidiary, the pro
visions therefor should be estimates of
ultimate loss of investment cost which
need not be the equivalent of the oper
ating losses sustained by the subsidiary.
Date of Purchase v. Date of
Obtaining Control
An issue which has attained impor
tance in a number of cases is whether
consolidated earned surplus accrues
from the dates the various blocks of
stock have been acquired or from the
date on which a sufficient number of
shares has been purchased in order to
warrant the assertion that control had
been secured. If we are to regard the
controlling interest in surplus prior to
the date of control but subsequent to
the date of acquisition as a proper part
of consolidated earned surplus, divi
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dends paid therefrom to the parent the corporation that controls it. By
company become a part of its earned virtue of the substitution of one stock
surplus and do not remain as a credit holder for a number of stockholders, the
separate economic existence which the
against the investment.
It may be desirable, in order to assure corporation once enjoyed has ceased,
an even development of theory, to re although its legal existence continues
view the point relating to earned surplus undisturbed. Can we say, then, that
of subsidiaries prior to acquisition. earned surplus may carry over from a
There are several instances of record period preceding the control date?
The convention to which we adhere is
where reputable accountants have re
ported as consolidated surplus all sur unquestionably of an economic charac
plus no matter when earned. Assume ter. We overlook the legal unity for the
that two corporations have the same economic. The event that causes the
kind and amount of capital stock out change is the passing of control—that
standing, and each has approximately is, the acquisition of a more than fifty
the same amount of earned surplus. A per-cent interest in voting stock or
merger occurs whereby one doubles its whatever may establish the position of
capital stock outstanding and acquires control. If we omit to carry forward in
the capital stock of the other, issuing the consolidated statement all surplus
share for share. Why, under such cir up to that date, we are consistent with
cumstances, must we insist that the the theory to which we have thus far
surplus of one of the merging units con committed ourselves.
The conclusion is, therefore, that
tinues, while that of the other is de
stroyed? Our position apparently is the earned surplus antedating control should
same whether the two corporations con be eliminated in its entirety and, where
tinue to exist in a parent-subsidiary appropriate, designated, as previously
relationship or a physical merger takes recommended, as surplus from consoli
place and the acquired corporation is dation. Its transfer through dividend
dissolved. We say that a time comes payments to the controlling company
when a new entity springs into being or should not affect its balance-sheet desig
takes the place of the old, and this is the nation, except that it may be desirable
point where control is reached. Since to indicate its availability for dividends
surplus is a historical concept, a new where legally it is held that it possesses
entity can have no earned surplus, and the status of earned surplus on the
we extend the argument to the dissolved books of the controlling company.
corporation; we say its net assets are
being acquired by the one that contin Minority Interest in Intercompany
Profits
ues, not its equities: the equity involved
Another subject that gives rise to
is the par value of the new stock issued,
and the surplus of values over cost is a much controversy is the minority inter
est in intercompany inventory profits.
form of paid-in capital.
Here, as in many other instances, we In the pronouncement of the American
are faced with the corporate dilemma. Accounting Association, the concept of
Our accounting for a corporation em economic unity was held to force the
braces the theory that it is both a legal exclusion of all intercompany profit re
and economic entity separate from its gardless of its application to assets or to
stockholders. But, when a corporation the equities of minority or majority
suddenly becomes a subsidiary, the stockholders. On the consolidated bal
theory of an economic entity at once ance-sheet the separate showing of any
loses its force, for the subsidiary’s ac unrealized profit in inventories, so far as
tivities from then on are associated with it affected minority interests, was rec
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ommended. This could be accomplished
on the face of the balance-sheet by
showing, in short, details of book
amounts of capital stock and surplus
and subtracting from the sum of these
items the minority’s portion of the un
realized profit. This device has the ob
vious advantage of displaying the full
amount of the minority interest; at the
same time the reduction thereof neces
sary to fit it into the consolidated pic
ture is useful information that ought to
be made available to that group of
stockholders.
To add to inventory cost the minority
interest in profits on intercompany
transfers produces a picture that has
little significance; in some instances it
may be grossly misleading. A minority
interest, by virtue of the control pres
ent, has no more earned the profit than
has the majority group. No picture of
economic unity prevails where inven
tory profits not yet realized through
transactions with outsiders are permit
ted to remain. An example taken from
practice will be helpful. A manufactur
ing subsidiary, in which there are
minority stockholdings of forty per
cent, sold its entire output in 1937 to
its distributor parent at approximately
fifty per cent above cost. At the end of
the year, one-half of its annual output
was held by the parent in its inventory.
For each $100,000 of the subsidiary’s
1937 sales there was thus an unrealized
profit of $16,600, of which $6,600 per
tained to the minority interest. By in
cluding in this instance the minority’s
equity in the unrealized profits, the
parent’s inventory of unsold products
acquired from the subsidiary would
have been stepped up twenty per cent
and, since no similar condition existed
at the beginning of the year, one-half of
the minority stockholders’ earnings for
the year could have been found in a
transaction that had not yet been con
summated with outside customers. In
the instance I have cited, the possible
overvaluation of the inventory would
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have amounted to nearly one million
dollars.
It is interesting to note that in the
bulletin, A Statement of Accounting
Principles, the authors state:
“. . . intercompany profits are to be
eliminated from the consolidated income
statement. . . . Intercompany profits
of a subsidiary in which there are sub
stantial minority holdings should be
retained in the consolidated income
statement to the extent that the goods
sold are still in the inventories of other
companies in the system. ...”
No reason is given for the conflict be
tween the principles, and it is interest
ing to observe that the Institute’s board
of examiners does not agree with it, for
in its model solution to a problem ap
pearing in the May, 1938, examination,
the board views the complete elimina
tion of the subsidiary’s profit as the only
acceptable answer.
If we are to adopt the theory of the
economic unit, we cannot present a pic
ture that treats minority stockholders’
profits as a cost.
How Shall Control be Defined?
A good deal of progress has been made
in recent years in recognizing control
from the point of view of the economic
concept rather than the legal. Control is
a fact which may be brought about in
numerous ways, and wherever it exists
there is good reason for bringing the
controlled unit into the consolidated
picture. A number of accountants ap
pear to cling to the fifty-per-cent-plus
stock-ownership idea blindly, and one
has asserted in a letter to me that con
trol can exist only under such condi
tions; in all other situations he alleges
that control is merely “theoretical.”
But there are numerous instances of
economic control not accompanied by
a substantial stock ownership which
should be recognized, such as the possession of portions of a subsidiary’s stock
by officers and employees, election of
directors through the successful solicita
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tion of proxies, and the subordination of
a significant percentage of outstanding
capital stock from any of several causes.
On the other hand, possession of more
than fifty per cent of the voting shares
outstanding does not of necessity carry
control along with it. Usually it does;
but the occasion is not infrequent where
the presence of a strong minority makes
impossible any material effect by the
parent on the financial and operating
policies of the other company.
In advocating this more elastic defini
tion of control we are moving away
from an arbitrary standard in recogni
tion of factors in business relations that
are complex and unpatterned. These
factors do not reduce themselves to
formulas as simple as the rule-of-thumb
method once so commonly employed for
measuring control. This drift may be
disappointing to those who would like to
make simple categories of accounting
concepts, but it should prove enheartening to those who see in more carefully
considered accounting procedures op
portunities of reflecting business phe
nomena with greater realism.

Elimination of Intercompany
Obligations
Only one more debated point will be
considered here: How shall premiums
and discounts on intercompany obliga
tions be disposed of in the consolidated
statements?
Exception has been taken to the dis
tinction between a premium or discount
on intercompany obligations acquired
by the controlling company from out
siders before the date of securing con
trol and after that date. It has already
been stated that the precontrol acquisi
tions ought to affect only balance-sheet
items; and the acquisitions after control
is established, only income-statement
items. The reason for this position is
that prior to the existence of the new
economic unit the investment in an
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other company’s obligations stand as a
part of the purchase price, and any dif
ference between the cost of the obliga
tion and its book value becomes an ad
justment of the consolidation excess or
surplus. Following the obtaining of con
trol, the repurchase of its obligations by
the economic unit follows the procedure
which should be observed in a single
enterprise: a financial loss or gain arises
when the repurchase price differs from
the book value of the obligation. A part
of the investment cost before control
and a financial gain or loss thereafter—
that is a policy as to retirement pre
mium or discount which is fully justified
by the change in economic status which
has occurred.

Conclusion
The ten propositions I have named
are, I believe, capable of being under
stood by the average person familiar
with commercial financial practices and
are adequate guides in the preparation
of consolidated statements. Although
not all of them appear in the textbooks,
they are a codification of what is gener
ally regarded as the best practice, and in
application they have proved to be
sufficiently flexible to meet most situa
tions. Where an unusual occasion war
rants a departure from them—and I am
sure such occasions will be found—a dis
closure of the exception would be in
order, for the departure would reflect
a condition or event that the reader of
the statement would almost certainly
regard as important.
But, though we may codify our stand
ards on consolidated statements even
more exactly, and though we may all
follow uniform procedures, it must not
be forgotten that consolidated state
ments are supplemental to the state
ments of a controlling company and
only under the most exceptional circum
stances is there justification for the
omission of the latter from a report.
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The Integration of Legal and Accounting
Concepts
By F. S. Fisher, jr *
aim of this paper is to consider the like, out of which he finds, or refuses
a method of crystallizing, to the to find, the existence of liability.
advantage both of the accountant
The accountant, on the other hand, is
and of the lawyer, existing accounting
not primarily concerned with any of
principles and integrating them with these concepts. He thinks first of
the existing field of legal activity. This “sound” or “conservative” or “gener
purpose derives from a realization of ally accepted” accounting principles.
the extent to which the law already has, Violation of these principles may be
and in the future most probably will, fraudulent from the lawyer’s point of
impinge itself upon the accountants’ view or it may be simply a case of
sphere of activity. If the integration negligence; it is unprofessional conduct
suggested be tenable it must be founded to the accountant.
upon the necessity for, as well as the
To illustrate the confusion which can
feasibility of, a common approach by arise from these unrelated concepts, let
the lawyer and the accountant.
me refer briefly to a recent case in the
The title of the round-table discus Federal Circuit Court of Appeals for the
sion, “Relationships between Legal and second circuit (O'Connor v. Ludlam,
Accounting Concepts,” itself suggests 92 F. (2d) 50, 1937). There the court
the existence of divergent concepts in had up for review the question of
accounting and the law. What these are whether a firm of accountants should be
in the area where law and accounting held liable to a prospective investor for
meet must first be recognized. It is this failure clearly to indicate on a corpora
divergent approach that supports the tion’s balance-sheets that certain funds,
thesis of the discussion. For so long as physically in the possession of the corpo
lawyer and accountant use differing con ration, were trust funds and did not
cepts, employ varying approaches, and belong to the accounting party. In re
apply unrelated tests in formulating viewing the case on appeal, the court
conduct, just so long will the common observed:
area of law and accounting remain one
“As a principle of correct accounting
of confusion and unpredictability.
we should suppose this [that there was a
The lawyer is concerned first and fore duty to earmark the trust funds] to be
most with liability. In his attempt to true, but the issue for the jury was not
ascertain the existence or nonexistence that, but was whether a false impression
of liability, he creates a number of con of financial worth was intentionally
cepts, the most fundamental of which is created.”
“duty.” We recognize the existence of a
duty owed when we state that A’s con
Again in the same case, the court
duct renders him negligent to X al observed:
though it does not create liability to
“We can see little excuse for omitting
wards Y. In addition to negligence, the
from the balance-sheet mention of con
lawyer also thinks in terms of fraud, tingent liabilities. . . . Even if it were
contractual relationships, “good faith,” an abuse of good accounting practice
" intentional misrepresentation, ’’ and to omit them, such an abuse was not
* Mr. Fisher is an attorney-at-law, associated fraud unless accompanied by an intent
to conceal.”
with the firm of Berle & Berle, New York.
he

T
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mission seeks to create a presumption of
inaccuracy against any accounting prac
tice which cannot be sustained by ‘ ‘ sub
stantial authoritative support.” The
rule likewise provides that where there
is a difference of opinion, the position of
the registrant’s accountant will be ac
cepted only if this “substantial authori
tative support” be present and if the
Commission’s rules and regulations are
silent on the particular practice at issue.
The implications of such a rule are of
course obvious. Yet, if accountants do
not take steps to integrate their philos
ophy and their standards with those of
the law, the development of the ac
counting profession may well be cur
tailed and, in fact, taken entirely away
from the accountants themselves, the
group most logically able to do that
work.
In addition to the concepts mentioned
above, there still persists a somewhat
unfortunate viewpoint toward account
ing as “a series of conventions.” This
has been referred to as recently as 1933
in the report of the House committee on
interstate and foreign commerce at the
time the securities act of 1933 was there
under consideration (“Provision of
Adequate and Honest Reports to Secur
ities Holders by Registered Corpora
tions”). Such a concept, of course, leads
to the suspicion that accounting is
arbitrary—that as long as certain rules
and conventions are adhered to nothing
else need matter. I am not at all certain
but that the same suspicion might not
also attach to the presently accepted
phrases of the accountants themselves,
particularly the statement that a par
ticular audit is in accordance with
“generally accepted accounting prin
ciples.”

Such a state of affairs is clearly un
satisfactory: it cannot be acceptable to
accountants either to have “good ac
counting practice” subject to the
vagaries of a jury’s theories of “intent”
or to have the profession’s standards the
subject of such indirect legal sharp
shooting. Nor is it acceptable to the
lawyer interested in predicting for his
client the proper course of action to
follow.
To the already confused area of law
and accounting, yet a third series of
standards has been added within the
past five years through the development
of the Securities and Exchange Com
mission. The emphasis of the securities
act of 1933 as concerns financial state
ments is upon misstatements of fact
and omissions to state necessary facts.
The emphasis is entirely upon facts. It
is not concerned with fraud or negli
gence. It creates a quasi-contractual
relationship between accountants and
prospective investors; to that extent it
follows the lawyer’s ideology. But the
act does not concern itself directly with
any of the accountant’s concepts. It
recognizes the profession only to the
extent of requiring that financial data
submitted contain the certification of an
independent public or certified ac
countant. The Commission is given
broad powers to prescribe the form and
detail of financial statements, subject
only to a few definitive tests with which
we are not now concerned. We must ob
serve, however, that the securities act
does not itself refer to “sound account
ing practices” or to “conservative” or
“generally accepted” accounting prin
ciples.
That the Commission so far has seen
fit to consider the standards of the ac
counting profession in conference and
in regulation is comfort of small value.
One illustration will indicate the poten
tially precarious nature of the profes
sion’s standing. I refer to a recent regu
lation of the Commission’s accounting
series, a regulation by which the Com

The Law of Accounting
We now have before us for considera
tion yet a further concept—one which I
have called “the law of accounting.” I
emphasize it as flowing of necessity
from the underlying purposes of the two
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fields of activity. It motivates a com
mon approach to the area of amalgama
tion between the legal and the account
ing professions. Just as there is an area
where banking and the law impinge, as
in parts of the law of negotiable instru
ments and in parts of the corporation
law, just so is there an area where both
the legal and the accounting professions
mutually affect one another. We cannot,
in fact, consider accounting concepts
unless we consider at the same time
what their legal effect may be.

emphasis has been almost entirely on
the adequacy and suitability of ac
counts from the point of view of inform
ing prospective investors. Consciously
or unconsciously, the tests and stand
ards of the Commission are being fol
lowed and applied. This emphasis does
not necessarily result in a healthy state
of affairs.
While the courts, even in the last year
or so, have been extremely loath to
afford redress to a prospective investor
and have based their refusal on the fact
that the accountant was not employed
by the investor, the Commission has
been extremely loath to follow what
many consider conservative and advis
able accounting principles because of
the feeling that there was not afforded
the greatest possible protection to in
vestors. The reaction which reflection
produces against the attitude of the
courts will likewise be forthcoming
against the attitude of the Commission.
I have already referred to the case of
O'Connor v. Ludlam as one evidence of
this confusion of concepts; two or three
other recent decisions go even further in
pointing towards the necessity for inte
gration of accounting and the law. The
New York Court of Appeals three years
ago (People v. Dilliard, 271 N. Y. 403)
had to consider the effect of approving
a year-end balance-sheet which failed to
disclose (a) that certain substantial
assets had been pledged and (b) that an
item of cash was the result of a short
term loan in fact repaid on the first
business day after the new year. The
Court of Appeals determined that the
balance-sheet was not a “false state
ment of financial condition” within the
prohibition of the New York penal law.
The majority opinion stressed the fact
that the testimony of expert account
ants itself failed to establish any uni
form practice. The dissenting opinion
did, it is true, point out that correct
bookkeeping entries did not “redeem
the falsity of a statement of condition
knowingly issued thereon.”

Results Flowing from Differing
Concepts
If we discard the implication that any
part of accounting rests on an arbitrary
convention, we must assume, and I am
sure that that is the case, that the prin
ciples and rules of accounting attempt
to justify themselves by relation to a
logical function. In determining what
the logic behind a rule of accounting, or
the broader accounting principle, might
be, we must consider the duties of an
accountant in preparing financial state
ments. And in any consideration of
these duties, we must consider the pur
poses for which the accountant was
approached.
Prior to 1930, or thereabouts, it was
commonly, if not correctly, accepted,
that the major services performed by
the financial statement were, in the first
instance, to acquaint the management
with the status of the business, and,
secondly, to afford to present and pro
spective creditors a basis upon which
to determine what their credit policies
would be. By 1933, however, there came
to the fore a third purpose. With the
enactment of the securities act of 1933,
the interest of existing and prospective
investors was materially emphasized.
Unfortunately, from that time to the
present, the Securities and Exchange
Commission has so thoroughly occupied
the area of accounting, at least from the
lawyer’s point of view if not from the
position of the accountants, that the
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phrase are as difficult to foresee as the
results of S.E.C. insistence upon in
vestor-accounting. The accountant at
tempts to avoid the one and to conform
to the other, while still retaining a
measure of independence by his profes
sional standards. The dilemma is obvi
ous. The lack of uniformity in the judi
cial approach to accounting matters
(largely, I venture to guess, because of
the absence of authoritative profes
sional opinion), coupled with an evergrowing body of precedent on the part
of the Securities and Exchange Com
mission, cannot fail to aggravate exist
ing confusion as to what is logically
(and legally) justifiable accounting
practice.
Even leaving aside any question of
the influence either of the S.E.C. or of
the judicial concepts of “gross negli
gence,” we have unfortunately a chaotic
condition in other areas of accounting.
The laws of the several states present
almost as many variants as there are
states in their methods of treating
treasury stock, surplus, initial payment
for stock, and kindred problems. The
penal laws of many states against false
and misleading entries are the subject of
varying interpretation by the local
courts and likewise vary in the faults
they intend to prohibit. Again, civil
liability is, in some states, imposed upon
directors for issuing a false statement of
condition, but the interpretation of such
laws varies from state to state. So that,
whether it be deemed advisable or not,
there are already a large number of
places where the lawyer, the legislator,
and the judge have sought to superim
pose their legal concepts upon the field
of accounting. This state of affairs has
given rise to conflict, unpredictability
and confusion.
The diverse and unsatisfactory re
sults which are evidenced by statutes,
cases, and rulings such as those above
referred to are for the present control
ling to a large extent upon both account
ants and the public. I submit that no

This case, then, is an excellent illus
tration of the unsatisfactory character
of existing laws pertaining to account
ing, as well as of the unfortunate results
which can flow from the absence of any
generally accepted professional stand
ards.
In the area served by the Securities
and Exchange Commission, we find
similar conflicts between the require
ments of existing laws, the attitude of
the accounting profession, and the re
quirements of the Commission. By way
of illustration, let me refer to the Com
mission’s objection to setting up capital
assets acquired for stock at the cost
measured by the par value of the stock.
Adherence to the Commission’s position
places the accounting corporation as
well as the accountant in an embarrass
ing position, since under many state
corporation laws such a valuation is
conclusive. To indicate another valua
tion at the instance of the Commission
might very readily constitute an un
fortunate admission on the part of the
accounting party.
In the case of State Street Trust Com
pany v. Ernst, decided in May of this
year (278 N. Y. 104), the New York
Court of Appeals emphasized the heed
less and reckless character of the man
ner in which the balance-sheet under
consideration was prepared. There was
evidence that the defendants were
guilty of gross negligence in their ac
counting methods. This conduct, the
court found, gave rise to liability. Influ
enced, perhaps, by the approach of the
S.E.C., and feeling that the defendant
accountants had not followed their pro
fessional standards, the court disre
garded the absence of contractual rela
tionships and found that “gross negli
gence” supported liability.
The law, seeking to recognize the
growth of accounting standards, and
failing to find fraud, has created the test
of “gross negligence” to support the
duties it feels the accountant should
recognize. Yet the loopholes of that

52

The Integration of Legal and Accounting Concepts
profession desires to have its standards
and concepts negatived by the misap
prehensions of a sister profession. Nor
does it wish to have its standards sub
ject to conflicting rules of law, to differ
ing techniques, or to other external and
not necessarily unbiased controls.

Proposed Methods of Integration
It has been suggested by Mr. A. A.
Berle, Jr., in a speech given before the
American Accounting Association at
Atlantic City in December of last year,
that we have a board of accounting ap
peals, similar to the Board of Tax Ap
peals, to consider accounting problems
and to give rulings which would purport
to represent the confirmed judgment of
accounting authorities and thus to
create an accounting precedent which
by its uniformity and authority would
aid practitioners of both professions.
I propose to further this suggestion in a
number of ways. It is clear that, in addi
tion to the uniformity within the ac
counting profession towards which Mr.
Berle’s suggestion was directed, we must
consider the desirability of making uni
form those accounting requirements
which already have been embodied in
existing legislation or existing judicial
determination.
The law itself, faced with a vastly
greater and more complex series of con
flicts, set about solving its difficulties by
two concurrent procedures.
Officially: Uniform laws on some of
the more important subjects were cre
ated and enacted by the legislature of
the several states substantially without
change. You are already familiar with
the uniform-negotiable-instruments law
and the uniform-stock-transfer act.
There are some forty more other uni
form laws which I believe have been
drafted and adopted by a substantial
number of states.
Unofficially: The American Law In
stitute has engaged over a period of
more than sixteen years now in prepar
ing what are called restatements of the
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law. Their theory was to create as it
were a codification of the law which, as
far as practicable, followed the weight
of authority. Where, however, the
weight of authority was clearly illogical
or ill-advised in view of the change in
social conditions, or where there was no
authority, the restatement committees
felt no hesitancy about stating what
they considered the law should be.
I submit that this approach can read
ily be carried over into your profession.
The progress which your association has
already made is precisely in point here.
I refer first to the monumental task of
the committee on terminology which
has been engaged now for more than ten
years, as I understand it, in defining the
various terms which are the subject of
hazy use from day to day by every ac
countant active in his profession. The
second progressive step is still in the
area of dispute. I refer here to the State
ment of Accounting Principles which has
recently been printed for distribution
and discussion by the American Insti
tute of Accountants itself. If you build
on the progress which you have already
made, there are, as I see it, four steps
which should be taken and which can be
followed concurrently.
First: The work on terminology
should be carried through to a definitive
report. The Statement of Accounting
Principles should likewise be modified
and agreed upon. I say modified, not
because I disagree with the substance of
the report (as to which I do not feel my
self qualified to comment), but because
of the form. I feel that a statement of
accounting principles should be care
fully prepared so as to separate principle
from discussion and comment. The com
ment may be as long as is needed; the
statement of the principle should be
concise.
Second: I suggest that a committee be
created to prepare uniform legislation to
remove the existing discrepancies in
those state laws which impinge upon
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fessions of law and accounting (as well
as the public) can rely, both in deter
mining future conduct and responsibil
ity and in analyzing past conduct and
responsibility.

any segment of accounting. Incidentally,
it would be most advantageous in this
legislative drafting to clarify the exist
ing statutes of the several states relating
to the licensing and supervision of ac
countants.

Conclusion
The existence of federal and state
penal statutes, of corporation laws, of
state statutes imposing civil liabilities,
of state and federal regulatory and ad
ministrative bodies, as well as the pres
ence of numerous court decisions, estab
lishes extensive control of the practices
and concepts of the accounting profes
sion. These extraneous controls are not
presently subject to the judgment of the
accounting profession either in advance
or in review. In consequence conflicts
arise at every turn, tending to pervert
or dilute the profession’s own standards.
There is in fact no uniform accounting
either for lawyers or accountants. Yet
once a rule of law is established, ac
countants must recognize its impact. I
would say that the accounting profes
sion is in a fair way to have others fix its
standards to an even greater extent, if
it does not begin to crystallize its own
concepts and integrate them with the
existing concepts of the law.
In the absence of predictability, rea
soned standards and uniformity of ap
plication, we do not have attributes
essential to a healthy, influential profes
sion. There is no common approach to
common problems. But the law needs
the assistance of the learning and judg
ment of the accounting profession. I
submit that the present calls for a con
scious cross-fertilization between the
two fields of endeavor, supplemented by
a conscious effort to integrate the two
professions so as to unify their concepts
in the area served by both. We need to
fuse the best characteristics of each to
achieve a new series of concepts ger
mane to a “uniform law of accounting.”

Third: Uniform legislation should be
prepared to enact into the body of law
of the several states those principles of
accounting which are accepted as uni
form. Such a statute, as it were, a
“uniform law of accounting,” need not
be all-inclusive; it is unnecessary to
make the mistake of attempting at first
to embrace all known problems of ac
counting. There are a sufficient number
of principles which can be agreed upon
after relatively brief discussion and
consideration which will serve as a
standard upon which to base court de
cision as well as professional practice.

Fourth: With the Statement of Ac
counting Principles as a base, a restate
ment of the profession’s attitude on ac
counting principles, rules, and proce
dure can be begun. This, of course, is
the lengthiest of the tasks I have sug
gested. However, the entire law of con
tracts was completely restated in the
American Law Institute and definitively
published in an over-all period of less
than nine years. There is no reason to
suppose that the preparation of a re
statement of accounting should take as
long. Again, to borrow from the tech
nique of the American Law Institute,
even a provisional code represents a
considerable amount of progress; even
preliminary, tentative drafts of the re
statements have been cited with ap
proval by courts of recognized ability.
The aim of the above, of course, is to
amalgamate, to integrate, the theories
and concepts of lawyers and account
ants and to give an authoritative and
professional code on which the two pro
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decisions and commission confiscation. It is only by charging de
rulings during the past eight preciation as an operating expense that
months continue to reveal legal the private funds of investors in the
utility can be recovered; the deprecia
concepts which are at variance with
accounting concepts. But neither ac tion accrued to the date when a rate
countants nor lawyers, as classes, are in base is determined must be taken into
sufficient agreement among themselves consideration in determining that base.
to warrant characterizing any concept Regulation by government implies an
as a universally approved accounting or agreement by which exclusive rights are
legal concept.1 All that practicably can granted to a utility, in consideration
be compared are specific concepts of whereof the utility agrees to render
certain lawyers, including lawyers on service at cost, cost including a reason
the bench as judges, and specific con able return on the funds invested. Con
cepts of certain accountants, including sumers, sometimes called rate-payers,
accountants in public practice and must pay for the cost of the plant, in
addition to paying for maintenance
those in private employ.
Before discussing decisions which sufficient to keep the property at oper
illustrate real variance in concepts, ating efficiency. Consumers change, but
certain general matters should be con the plant as a whole is practically per
sidered. Depreciation, including pre manent, made so through replacements
dictable obsolescence, is assumed to of its separate units. The plant “never
mean the decrease in value, but not in was intended to be new in all its parts.
bulk, of fixed assets;2 depletion, to mean It would be impossible to make it so.” 3
the physical exhaustion of wasting Thus, care must be exercised to avoid
assets; amortization, to mean the favoring consumers at any one time
writing off of intangibles. In practice, at the expense of consumers at any
there is some overlapping. An indirect other time.
There was very little governmental
cost capitalized by being charged to
an account representing physical plant regulation of utilities, except railroads,
is included in its depreciation base; prior to 1900. First, the states under
in this instance, an intangible is not took it: Wisconsin in 1905, New York in
amortized, but depreciated. A physical 1907, and the last of them by 1917.4
asset not completely constructed but Because a utility, other than a railroad,
abandoned before placed in service is usually is intrastate, the Federal Gov
ernment, apart from recently created
not depreciated, but amortized.
Depreciation is important in two commissions, concerns itself only with
functions of utility accounting: first, to preventing confiscation of property in
determine operating expense, and, sec violation of the fourteenth amendment
ond, to determine the value of the to the Federal Constitution. In 1898
investment on which the utility is the Supreme Court stated that a utility
entitled to earn a return and of which is entitled to receive a fair return on
the utility must not be deprived through the value of property which it employs
in public service, and that such prop
Note.—-Footnotes appear at end of paper.
erty
must not be confiscated.6 The func
*Mr. Greeley is an attorney-at-law and a
member of the faculty of Columbia University. tion of the Supreme Court today in
ourt
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rate cases appealed from state courts
is to see to it that “the action of the
state officials in the totality of its conse
quences” does not result in confisca
tion.6 Because courts do not make
rates,7 the Supreme Court will not
entertain an appeal from a state court
unless the latter was acting in a judicial
capacity and not as a legislative or
executive agency.8
At the outset it should be recognized
that an applicable legal concept con
trols, but contrasting it with an ac
counting concept is not merely academic,
because legal concepts are never per
manent. Those which emanate from
lower courts and, usually, those which
originate in administrative bodies are
subject to modification on appeal.9
Those enunciated by the Supreme Court,
and by the highest state courts in cases
where no appeal to the Supreme Court
lies, are changed in time as the law in
its progress approaches its goal of
reflecting the majority opinion of the
sound thinking citizens in the society
which it rules. Accounting concepts
exercise an influence on that progress by
suggesting ideas to law which molds
them into legal concepts to bind ac
countancy along with the rest of that
society.10 Difficulty in analyzing and
applying legal concepts arises from their
being stated in general terms and often
in nontechnical language.11 For in
stance, the failure to distinguish be
tween fund and reserve sometimes
leaves one in doubt as to whether a
sinking fund is required. Agreeing with
a decision is like the agreeing in prin
ciple which the diplomats do. The
entire difficulty arises in the application
of an agreed-upon principle to a specific
case where money is to be taken or kept
from one person and given to another.
One of the most recent decisions was
by a Pennsylvania court dealing with a
utility named Solar Electric Company.12
This decision was concerned with the
method by which the plant was to be
valued in determining the rate base,

the base on which the utility’s income
is to be limited. It followed the Supreme
Court’s recent decision in the American
Telephone & Telegraph case 13 and re
quired the use of the original cost at the
time when the property was first de
voted to public use. The Supreme
Court decision was in an action brought
to set aside an order of the Federal
Communications Commission prescrib
ing a uniform system of accounts, one
of the features of which was this unique
original-cost rule. In its system, original
cost was defined as “the actual money
cost of (or the current money value of
any consideration other than money
exchanged for) property at the time
when it was first dedicated to the
public use, whether by the accounting
company or by a predecessor public
utility.” Estimates were to be used when
actual costs could not be ascertained.
The Supreme Court dismissed the ob
jections to the new system and held
that the Commission had power to do
whatever was equitable with respect
to capitalizing or amortizing any differ
ence between the original cost and the
investment made by the accounting
company.14 The court would not sub
stitute its own discretion for that of
administrative officers who did not
exceed their administrative powers, and
stated that error or unwisdom was not
equivalent to abuse of power. “What
has been ordered must appear to be so
entirely at odds with fundamental prin
ciples of correct accounting’ as to be
the expression of a whim rather than the
exercise of judgment.” A system of
accounts may be awkward or imperfect
without being so arbitrary as to justify
a court in restraining its enforcement.
Two incidental points in this Supreme
Court decision are of interest to ac
countants. The company had objected
on the ground that its depreciation
would have to be based on the cost to
a prior owner. The court dismissed this
objection with the statement that any
excess of investment which was defi56
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nitely attributable to depreciable plant
could be amortized. “The label is unim
portant, whether depreciation or amor
tization, if the substance of allowance
is adequately preserved.” This seems to
be a sensible solution, but it tends to
weaken the efforts of accountants to
establish standardized procedures. A
label is not unimportant when general
rules are to be prescribed for uniform
adoption. The other point was the
utility’s objection to the use of esti
mates. This was dismissed because
estimates are unavoidable in any system
of accounts. Utilities themselves make
use of estimates in such instances as the
proration of a lump-sum price among
various assets purchased, and the re
tirement of plant and equipment when
units cannot be identified or their costs
exactly ascertained.
The Solar Electric company decision
is interesting chiefly because it is the
latest judicial condemnation of the
“reproduction cost new less accrued
depreciation” basis for rates. This basis
has been approved as one of the factors
in a number of Supreme Court deci
sions, beginning in 1898 with Smyth v.
Ames, 169 U. S. 466, the principal other
factor being original cost. All factors
were to be considered together in deter
mining what was called the fair value of
the utility’s property. The Pennsylvania
court remarked that the reproduction
cost formula “produced a result arrived
at entirely through approximations and
theoretical calculations and, when de
termined, had no lasting usefulness,
because of fluctuations in material and
labor costs from year to year.” 15 In the
Solar case, reproduction-cost estimates
varied from 12 per cent to 140 per cent
and the court regarded them as based
on conjecture and speculation, without
probative value, and leading only to
an arbitrary decision or guess as to
reproduction cost. Following are the
court’s principal objections to this
method:
The cost of reproducing the present
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existing plant is contrary to the facts
because the plant was not constructed
as a complete going unit, but was gradu
ally enlarged from a small unit. Repro
duction cost is entirely theoretical be
cause many of the existing units of
property are either no longer capable of
duplication or they are of a type which
no present-day engineer would use in a
new plant. Under the reproduction-cost
theory, the value of the utility will
fluctuate and large expenditures in
rate-case litigation will have been made
in vain. The deduction for accrued
depreciation is merely a guess because
courts require the computed amount to
be weighed with observed depreciation.
Incidentally, a computation made by
any of the three common methods
(straight line, sinking fund, or com
pound interest) is based primarily upon
a consideration of the age and remaining
service life of the asset, which is com
pletely inconsistent with the reproduc
tion cost theory. The court notes a
tendency on the part of utilities to claim
high annual depreciation charges and
at the same time to attempt to justify
a small deduction for accrued deprecia
tion as “observed.”
The Pennsylvania commission had
adopted, and the court approved, origi
nal cost as the rate base, undepreciated
because the annual depreciation had
been computed by the sinking-fund
method,16 which “is exactly the same
theory which has been approved by the
Supreme Court of the United States
in the case of R. R. Comm. of Cal. v.
Pacific Gas & Elec. Co., 302 U. S. 388
(1938).” Investors are entitled to a fair
return upon the dollars invested by
them and at the same time annual
depreciation as an operating expense
should be allowed at an amount which
will return the investment at the end of
the life of the property. “A rate base
determined in this manner is manifestly
equitable to the investor since it will
guarantee to him a return on his invest
ment and a return of his investment,
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and thus will insure the integrity of the
capital honestly and prudently invested.
It is also equitable to the consumers
because they will be assured of a stable
rate base, which is not predicated upon
pet theories, unlimited imagination,
abrupt fluctuations of current prices,
and passing conditions, thereby pre
venting unwarranted demands upon the
consumers through the determination of
rates based upon ephemeral values.” 17
The Pacific Gas & Elec. Co. case,18 to
which reference has just been made, did
not endorse any method and it did not
depart from the long line of decisions,
beginning with Smyth v. Ames, which
hold that reproduction cost should be
taken as one of the factors in determin
ing fair value as a rate base. In this case,
the Federal Power Commission inter
vened and asked the Supreme Court to
adopt original cost and to discontinue
using reproduction cost as a factor. The
Commission contended that “its admin
istrative task will be well-nigh impos
sible of performance” and that “the
economic waste involved in the ‘fair
value’ method must be eliminated and
there must be substituted a plain and
adequate remedy.” 19 This decision is
interesting chiefly because of a dissent
ing opinion by Mr. Justice Butler. He
quoted from Smyth v. Ames to the effect
that, in ascertaining fair value, “such
weight as may be just and right in each
case” must be given to original cost of
construction, amount expended in per
manent improvements, amount and
market value of the utility’s bonds and
stock, reproduction cost, earning capac
ity, and amount required to meet
operating expenses. He quoted the
Minnesota Rate Cases 20 to show that
the ascertainment of fair value is not
controlled by artificial rules or formulas,
but must be the result of reasonable
judgment based on all relevant facts.
As to reproduction cost, he admits
that estimates not reasonably made are
worthless, but he quotes the Southwest
ern Bell Telephone Co. decision 21 as
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holding that it is impossible to ascertain
a fair return upon properties devoted to
public service without considering costs
at the time the investigation is made.
He quotes from the McCardle-Indianapolis Water Co. case22 as follows: “It is
well settled that values of utility prop
erties fluctuate, and that owners must
bear the decline and are entitled to the
increase . . . the costs of plant ele
ments constructed prior to the great rise
of prices due to the war do not consti
tute any real indication of their value at
the present time.” In substance, Mr.
Justice Butler felt that the majority
opinion had failed to stress the signifi
cance of reproduction cost when prop
erly estimated, and by inference had
emphasized original cost.23
But on the same day when the Pacific
Gas & Elec. Co. decision was handed
down, the Supreme Court in the McCartIndianapolis Water Co. case 24 sent the
proceeding back to the lower court for
further consideration on the ground
that the court had failed to make allow
ance for increases in prices while that
case was being litigated. That certainly
was emphasizing reproduction cost; so
much so that it elicited the strong dis
senting opinion by Mr. Justice Black,
commented on in footnote 15 hereof.
Reproduction cost, despite its objec
tionable features, is probably not be
coming obsolete. The Connecticut Pub
lic Utilities Commission has just made
this statement about it: “An estimate of
reproduction cost less accrued deprecia
tion, while not representing fair value,
is an important element for considera
tion in a determination of fair value,
especially if it is honestly and conserva
tively made, avoiding excessive allow
ances for intangibles.”25 Luther R.
Nash in a recent article 26 concludes that
it will persist unless some less objection
able substitute for it can be found. He
points out that before the rise in prices
utilities had contended for original cost
and consumers had sought to compel the
use of reproduction cost, whereas today
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the positions are exactly reversed. Each base.30 In the leading case of Smyth v.
side is consistent only in seeking the Ames, 169 U. S. 466, in 1898, deprecia
use of the rate base more beneficial tion was not mentioned. The first impor
to it. He refers to a summary published tant recognition of it was in City of
at the end of last year 27 which shows Knoxville v. Knoxville Water Co., 212
that two state commissions have always U. S. 1, 13 (1909) wherein the court
used original cost, four have used it for stated: “Before coming to the question
extended periods, six have preferred it of profit at all, the company is entitled
but have deferred to the law laid down to earn a sufficient sum annually to pro
by the Supreme Court, and sixteen have vide not only for current repairs but
followed that court’s rule and have for making good the depreciation and
considered both original cost and re replacing the parts of the property
production cost.
when they come to the end of their
Mr. Nash recites the criticisms of re life. ... It is essential to see that
production cost made by Mr. Wheat:28 from earnings the value of the property
the assumption that the present plant invested is kept unimpaired, so that at
does not exist; the excessive supervision, the end of any given term of years the
organization, and legal expenses, and original investment remains as it was
costs such as grading and paving which at the beginning. It is not only the right
did not exist at the time of original of the company to make such a provi
construction, required in the computa sion, but it is its duty to its board and
tion of reproduction costs; traffic and stockholders, and, in the case of a public
other present obstructions which did service corporation at least, its plain
not then exist but are similarly re duty to the public. If a different course
quired; and the inclusion in reproduc were pursued the only method of pro
tion cost of taxes on interest during viding for replacement of property
construction and fantastic allowances which has ceased to be useful would be
for “going value.” Mr. Nash refers to the investment of new capital and the
the fact that reproduction cost means issue of new bonds or stocks. This
the appraisal of a duplicate plant built course would lead to a constantly in
at one time instead of piece-meal as the creasing variance between present value
existing plant was built, which accounts and the bond and stock capitalization
for a large part of the increased cost —a tendency which would inevitably
for engineering and other intangibles, lead to disaster either to the stockhold
but he points out that this usually is ers or to the public, or both.”
This statement was unfortunate in
offset by a lower construction cost ob
tained through the more efficient mod two respects. In the first place, it bases
ern wholesale methods. He suggests as the requirement of a depreciation
a substitute the “trended original cost” charge upon the need of providing fu
method, in which original conditions, ture replacements and yet it makes no
including piece-meal construction, are mention of a sinking fund. It assumes
assumed but labor, material, and over that the charging of depreciation as an
head are taken at present prices, operating expense automatically assures
reaching approximately the same total the availability of funds for replace
ments. Secondly, its mention of present
as in reproduction cost.29
The other basic matter in dispute is value gave encouragement to those who
the method of determining the amount advocate the use of reproduction cost in
which should be charged annually for determining the rate base.
The Wisconsin Public Service Com
depreciation as an operating expense.
Authoritative legal concepts are less mission has recently used the straightdefinite than on the matter of the rate line method in determining both the
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annual charge and the accrued deprecia
tion,31 and this is in agreement with the
practice of the majority of regulatory
bodies.32 Although “the court need not
concern itself with the methods or
mathematics of accountants, save as
they may throw light upon the ultimate
question of confiscation,” 33 courts re
cently have been disapproving depreci
ation scientifically computed when the
amount seemed out of line with ob
served facts.34 Thus, in the Arkansas
Louisiana Gas Co. decision cited in
footnote 33, the court stated: “Actual
experience is more convincing than tab
ulations of estimates, while elaborate
calculations which are at war with
realities are of no avail.”
This seeking for what seems to be
actual reality is probably the basis for
the use of the retirement-reserve method
employed by most utilities other than
telephone companies. Its theory is that
there is no loss until an asset is retired
from service and that in an established
utility retirement losses occur so regu
larly that provision need be made for
only the immediate future. Henry A.
Horne has characterized this method as
leading to the fairest apportionment
among consumers at different times.35
He argues that the early consumers
should not have to pay for the plant
while it is new and later consumers given
the benefit of lower rates resulting from
reduced costs. Estimates of obsolescence
are arbitrary. Savings procured from
more efficient equipment should be ap
plied first to the amortization of loss on
retired equipment and then to the re
duction of rates, and in his opinion this
can be accomplished only by the retire
ment-reserve method.36 A recent deci
sion by the Ohio Public Utilities Com
mission 37 indicates a leaning towards
this method, but the uniqueness of the
facts in that case should prevent its cita
tion as squarely approving the adoption
of the method. The commission ruled
that the annual expense of depreciation
“should not exceed the cost of property

retirements during the period. . . .
The actual experience of the company
for the period under investigation repre
sents more accurately the requirements
for this expense.” In October, 1933, the
Public Service Commission of Wiscon
sin, in its memorandum cited in footnote
16, advocated the straight-line method
in preference to the retirement reserve.
Courts frown upon arbitrary methods
as much as they disapprove the super
refinements of pseudo-scientific compu
tations. Recently, the Connecticut Pub
lic Utilities Commission found that a
utility had set its depreciation expense
at 12 1/2 per cent of its operating rev
enue, less expenditures for mainte
nance.38 “Any such arbitrary method
for determining the annual accrual for
depreciation reserve is unscientific and
without merit.” Similarly, the Federal
Communications Commission has just
held that the balance in the reserve ac
count is not an accurate measure of
accrued depreciation when the reserve
had been credited with round amounts
fixed by the board of directors in vary
ing amounts from time to time over a
long period of years.39
Whether adjustment of the deprecia
tion reserve should be made to correct
substantial errors in the past is a ques
tion of difficulty because, as the Con
necticut Commission stated in the deci
sion cited in footnote 38, “it would be
unfair now to make the rate-payers of
the present pay for past deficiencies.”
In that decision, the utility was ordered
to build up its reserve by transfers “of
sufficient funds from profit-and-loss
account and until this has been brought
about the latter account should be con
served for this purpose. . . . The pres
ent owners of the property . . . should
have proceeded to correct this condition
from the time when they acquired the
property.”
In conclusion, “the reasonableness or
unreasonableness of a rate is not sus
ceptible of determination with mathe
matical accuracy, nor is it measurable
60
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reach a closer agreement on basic ac
counting concepts and lawyers become
able and willing to present such con
cepts convincingly to commissions and
courts. The importance of these differ
ences is apt to be dwarfed by a desire to
find a sound solution on the facts of each
case more or less regardless of principles.
But hard cases make bad law, and
if we are to have a government of
laws and not of men, accountants and
lawyers should cooperate to establish
sound principles in order that both may
be enabled “usefully to advise clients.”

within a nice degree of exactness, but it
is a question of fact and judgment call
ing for the exercise of sound discre
tion.” 40 “A solution to the problem of
the proper basis for the depreciation
calculation, like many other problems
of utility regulation, must be a practical
compromise between philosophical and
expedient considerations.” 41 This sur
vey of recent decisions indicates that
the field of public-utility depreciation
provides many differences between legal
and accounting concepts. These differ
ences will persist until accountants
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19 As to this contention, the Wall Street adopted by the Nat’l Assn. of R. R. & Utilities
Journal of Nov. 9, ’37 said that the only impos Comm. and promulgated by the Federal Power
sibility was that the commission did not want Commission. Henry A. Horne attributes this to
to use a base higher than original cost, and that the resolute opposition by utility accountants
the fair value rule “could be boiled down to to the compulsory adoption of the straight-line
three things:” (1) it is the property and not its method and to the decision of the New York
original cost of which the owner may not be Court of Appeals in Matter of N. Y. Edison Co.
deprived, (2) neither original cost nor reproduc v. Maltbie, 271 N. Y. 103, that the commission
tion cost is conclusive, (3) the rate base must be had no power to prescribe the method to be
present value at the time of the inquiry into the used. “Inconsistencies in Accounting Require
rates. “All of these statements rest upon the ments of State and Federal Regulatory Bodies,”
66 Jour. Accy. 303, 307 (Nov. ’38). The straightplainest principles of equity.”
line method has been prescribed by the I.C.C.
20 Minnesota Rate Cases (Simpsonv. Shepard), for express companies (“Notes of the Month,”
65 Jour Accy. 420, May ’38), and a survey made
230 U. S. 352, 434 (1913).

periods of time is, from the English point of
view, highly arbitrary; and we can understand
the reluctance of business men, conversant with
the details of their own affairs, to submit the
financial fortunes of their undertakings to the
academic opinion of semi-public officials seated
in the inaccessibility of government offices. The
whole matter seems to us to provide a crucial
illustration of the dangers of government by ad
ministrative order . . . and to prove that
capitalism can be killed as easily by the Ameri
can recipe as by the Russian.” Similar original
cost provisions have been adopted by the Fed
eral Power Commission and they appear in the
Public-Utility Holding-Company Act of 1935.
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Recent Decisions and Rulings on Utility Depreciation
by Prof. Wyman P. Fiske showed that 83% of
223 companies not utilities use it (VI The Con
troller 4, Jan. ’38). Some users of that method
modify its normal depreciation by the percent
age which production is of estimated normal
production. In “The Commentator,” 65 Jour.
Accy. 336, 338 (Apr. ’38), William D. Cranstoun
suggests breaking down depreciation into ob
solescence, to be charged on the straight-line
method, and wear and tear, to be charged on the
production method. Prof. J. Hugh Jackson, in
29 Jour. Accy. 452 (June ’20), proposed a sepa
rate reserve to cover the excess of depreciation
on the replacement basis over depreciation on
cost.
31 Re Wis. Power & Light Co., 24 P.U.R.
(N.S.) Adv. Sheet Aug. 18, '38, p. 136.
32 There seems to be no uniformity in practice
among large corporations not utilities. " Depre
ciation in Financial Statements,” Earl A.
Saliers, 63 Jour. Accy. 187 (Mar. ’37).
33 Arkansas Louisiana Gas Co. v. Texarkana,
96 Fed. (2nd) 179 (1938).
34 The so-called observed depreciation, despite
its endorsement by the courts, is essentially un
reliable. Accurate observation of physical de
preciation is impossible because much of such
depreciation is hidden and cannot be detected
by tests which would not weaken or destroy the
property. Obsolescence is nothing which can
be observed. Physical inspection, however, is
valuable in estimating the probable remaining
service life, as pointed out by Prof. Mason on
page 97 of his Principles of Public Utility
Depreciation.
35 63 Jour. Accy. 449, 451 (June ’37).
38 A picturesque denial of the existence of
depreciation in a utility was made on Dec. 14,
1923 by Robert A. Carter, vice-pres. Consoli
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dated Gas Co. of N. Y., in an address entitled
“The Fallacies of Depreciation Theories as
Applied to Public Utility Properties,” before
the Metropolitan New York section of the Nat’l
Elec. Light Assn. He calls the depreciation
theory a “crafty, Machiavelian theory” leading
to the confiscation of public utilities to the
state “as part of a socialistic plan.” He calls it
“simon-pure unadulterated bunk” and charac
terizes the theory of life expectancy in utility
property as “a palpable fraud.” He believes
that if utility executives had united against it
“it would, years ago, have met the fate of all
impostures and delusions, and be classed with
the Keely Motor, the Mississippi Bubble and
the theory that the earth is flat.” But “the
depreciation theory met with no great amount
of opposition on the part of legislatures, com
missions or utilities, principally as the result of
ignorance or apathy. . . . Engineers and ac
countants do not, as a rule, understand the
financial and economic problems presented by
the incidence of plant retirements. . . . Engi
neers employed by the utilities have testified to
depreciated values without knowing what they
were talking about. The lawyers, lacking in
independent thought upon the subject, have
followed what seemed to be the easiest course
and trailed after the uninformed expert, engi
neer, and accountant.”
37 Re Ohio Bell Telephone Co., 23 P.U.R.
(N.S.) Adv. Sheet July 7, ’38, p. 375.
38 Re Mystic Valley Water Co., 23 P.U.R.
(N.S.) Adv. Sheet May 26, ’38, p. 19.
39 Re Postal Telegraph-Cable Co., 24 P.U.R.
(N.S.) Adv. Sheet Sept. 1, ’38, p. 242.
40 Arkansas Louisiana Gas Co. v. Texarkana,
96 Fed. (2nd) 179 (1938).
41 Principles of Public-Utility Depreciation,
Perry Mason, p. 59.

Relationship between Legal and Accounting
Concepts of Capital
By Underhill Moore *
Meaningful and Emotive
Propositions
ropositions, including those about
accounting and those about law,
are of two classes. The first class,
which consists of meaningful proposi
tions, assert something which is verifi
able by observation. A meaningful
proposition ordinarily is in the form
that, after this occurrence or happening,
there occurs or happens something else.
An example is the following: “If par
stock is issued, the par value of the
issued shares is entered as a credit in
the capital-stock account in the ledger.”
The second class, which consists of
emotive propositions, do not assert
anything which is verifiable by observa
tion. Such propositions take either of
two forms:
1. The proposition purports to, but
does not, assert something which is
verifiable by observation. The failure
of such a proposition to make an as
sertion is the result of such a lack of
precision in describing the “some
thing” referred to that the “some
thing” cannot be identified and
observed. Examples of emotive prop
ositions which assert nothing are,
“Accountants make effective and
effectively maintain a distinction be
tween the capital and income of a
business enterprise” and “Account
ants determine the increase or de
crease during a given period in the
capital of a business enterprise.”
It will be noted that the lack of pre
cision in describing the “something”
results from the assertion that account
ants act in an identical way in each of a
number of situations which, although
similar in many respects, actually are
* Professor Moore is a member of the faculty
of the Yale Law School.

significantly different and in which situ
ations accountants act in ways which
are significantly different. The trick in
making the proposition seem meaning
ful is the classifying as identical, and
describing in a single word or phrase,
situations which are significantly differ
ent. However much these statements
may fill the young accountant with a
sense of importance, he will never be
able to determine whether they describe
what accountants actually do because
the lack of precision in describing
the “somethings,” capital and income,
makes their identification in the world
of observable facts impossible. For ex
ample, in the proposition, “Accountants
make effective and effectively maintain
a distinction between the capital and
income of a business enterprise,” does
“capital” refer to all of the assets which
happen to be listed, or to only some of
the listed assets? Does it refer to the
whole of the difference between the
listed assets and the debts, or to only
that part which is not represented as
capital stock, or to only that part of the
difference which is in excess of capital
stock plus reserves for depreciation?
Does it refer to the whole, or a part, of
the difference between some of the listed
assets and debts; to capital stock? Does
“income” refer to an increase in capital
during a particular period?
2. The second form which emotive
propositions take is one calculated to
evoke emotion. Examples of this
form are, “No reputable accountant
ought to refer to the value of the
proprietor’s interest as capital,” and
“No reputable accountant ought to
prepare, submit, or certify a balancesheet in which reacquired stock or
capital losses are listed among the
assets.”
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It will be noted that the classification
of propositions into meaningful and
emotive is on the basis of their being
capable of proof or disproof by observa
tion, not on the basis of their being, in
fact, true or untrue. Meaningful propo
sitions, upon investigation, may be
found either to be true or to be untrue.
Emotive propositions are not suscepti
ble to investigation and consequently
are neither true nor untrue.
Propositions Which Are
Definitions
A concept of capital, whether in the
field of accounting or in the field of law,
is a proposition belonging to one of the
classes just mentioned. It is the kind of
proposition referred to as a definition.
A definition, like other propositions, is
either meaningful or emotive. A defini
tional proposition is an assertion that,
by common usage in a given field of dis
course, one word or phrase is, or ought
to be, the equivalent of another. An ex
ample of a meaningful, definitional
proposition is the proposition that cap
ital and the amount of the difference
between assets and debts are equivalent
expressions and either of them, indiffer
ently, may be used as the subject of a
sentence of which the predicate is “is
$100,000.” An example of an emotive
definition would be any definition con
tained in the report of this Institute’s
special committee on terminology, if the
definition be read as an assertion that
the word defined ought to be the equiv
alent of the definition given.
The following meaningful, defini
tional propositions frequently occur in
the talk and writings of accountants,
lawyers and judges:

1. Capital, net worth, and the differ
ence between assets and debts are
equivalent expressions.
2. Capital and the par or stated value
of issued capital stock are equivalent
expressions.
3. Capital and all assets are equivalent
expressions.
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4. Capital and the sum of net worth and
funded debt are equivalent expres
sions.
If definitions of phrases which include
the word capital, such as the following
definitions of capital stock, are in
cluded, the list could be extended
indefinitely:

1. Capital stock and total assets are
equivalent expressions.
Central Union Trust Co. v. Edwards, 287
Fed. 324, interpreting 1916 federal capital
stock tax.
People v. Saxe, 179 App. Div. 721, inter
preting sec. 183 of old N. Y. tax law, re
pealed in 1930.
26 R. C. L. 172.

2. Capital stock and net worth are
equivalent expressions.
Present N. Y. franchise tax on transporta
tion and transmission corporations, sec. 183
of tax law.
Peoples. Morgan, 55 App. Div. 265, inter
preting sec. 182 of the old N. Y. tax law,
repealed 1930.
1924 federal capital-stock tax.
Hecht v. Malley, 265 U. S. 144, interpret
ing 1919 federal capital-stock tax.

3. Capital stock and total assets less
intangible assets are equivalent ex
pressions.
26 R. C. L. 172.
People v. Coleman, 126 N. Y. 433.

4. Capital stock and the par or stated
value of issued stock are equivalent
expressions.
Present N. Y. franchise tax on transmis
sion and transportation corporations, sec.
183 of tax law.
Present N. Y. license tax on foreign corpo
rations, sec. 181 of tax law.
Present N. Y. tax on changes of capital by
corporations, sec. 180 of tax law.
People v. Sohmer, 148 App. Div. 514,
interpreting sec. 180 of tax law.
Present N. Y. franchise tax on real-estate
corporations, sec. 182 of tax law.
Cooley, Taxation, p. 1748.
26 R. C. L. 172.

These definitional propositions are
meaningful, not because the words
“capital,” “assets,” etc., are precise
descriptions of anything, but because
the interchangeability of the terms
themselves, regardless of what they
describe, may be verified by observing
common usage.

Accounting Principles and Procedure
That meaningful propositions are
Propositions and Behavior
often thought to cause people to behave
A proposition which is emotive be in accord with the description they con
cause it purports to, but does not, assert tain is due to the fact that some of them
something which is verifiable by ob are true, that is, do describe what in
servation cannot cause accountants or fact almost all accountants or almost all
judges to behave in the way described judges do under the circumstances
in the proposition, for it does not de described in the proposition. The fact
scribe a way in which to behave. An is that the cause of the behavior's con
emotive proposition which, although its forming to the proposition is not the
description of behavior is the most pre proposition but the actual general usage
cise, asserts only that accountants and or practice of accountants and judges
judges ought to behave in the way de which the proposition describes.
scribed, does not, it is believed, induce
Relations between Propositions
accountants and judges to behave in
There are three relations which are
that way.
The circumstances under which emo commonly asserted between proposi
tive propositions are heard or read may, tions. The first is logical; for example,
doubtless, induce some sort of behavior. one proposition may be deduced from
It is possible even that, given the right the other or both may be deduced from
person and the right circumstances, an a third. The second is historical or
exhortation such as “The assets ought temporal; for example, one proposition
to be listed on the right-hand side of the may have been asserted before, after, or
balance-sheet,” “Do the right thing no at the same time as another. The third
matter how it hurts,” or “Always com is causal; for example, Richard’s propo
ment on dividends declared out of sition that the word capital was first
capital during the accounting period used in an English book in 1569 caused
you are reviewing” may cause the Hatfield’s proposition that the word
listener or reader to list the assets on the was first used in an English book in
right-hand side, or to do what he deems 1547. (40 Quart. Journ. of Econ. 329,
“right,” or not to approve the payment 547).
of dividends out of what he deems cap
What Is Not To Be Discussed
ital determined in a manner he deems
Notwithstanding the topic assigned
proper. Certainly, however, no one
would care to attempt to prove the me, it is not proposed to discuss any one
of these relations between definitional
truth of this proposition.
A meaningful proposition asserting propositions defining capital. There is
what accountants or judges do, does little profit in pointing out how an ac
not, I believe, cause accountants or countant confused himself by using two
judges to behave in the way described in inconsistent definitions if we have no
the proposition. As in the case of an reason to believe that, in his practice of
emotive proposition, it is true that the accountancy, he would have behaved
circumstances under which a meaning differently had he avoided the logical
ful proposition is heard or read may in inconsistency. There is little profit in
duce a reaction of some sort. The cir attempting to determine whether the
cumstances may be such as to tend to assertion of the proposition that capital
induce behavior in accordance with the and net worth are equivalent expres
proposition. But it is the circumstances sions preceded, in point of time, the
and not the proposition itself that tend proposition that capital and total assets
to induce the behavior. The proposition are equivalent expressions. There is
even less profit in discussing whether
itself does not cause any behavior.
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the assertion of one proposition caused
the assertion of another, unless the cir
cumstances in which each was asserted
are taken into account. And until there
have been generations of successful in
vestigation, now hardly begun, there is
no profit in discussing the several types
of situations or circumstances in which
the assertion of one proposition causes
or does not cause the assertion of
another.
In the second place, it is not proposed
to discuss the truth of the several legal
and accounting definitional propositions
including the word capital or its equiva
lent. This could result in no more than
an enumeration of the legal and ac
counting definitions of capital which
correspond with actual usage. This has
already been done, in part, above.

myriad propositions which are fre
quently thought of, by accountants and
by lawyers, as meaningful guides to
conduct—the proposition either that
judges do, and should, give judgment
against directors, or that accountants
do, and should, comment upon the
action of directors, if they declare a
dividend in the class of situations in
which the value of the assets (capital)
does not exceed, by an amount at least
equal to the amount of the dividend, the
sum of the par or stated value (capital)
of the capital stock and the liabilities to
third persons.

See
General statements as to dividends:
Fricke v. Augemeier, 53 Ind. App. 140.
Main v. Mills, Fed. Cas. No. 8,974.
Grant v. Southern Contract Co., 104 Ky. 781.
Johnson v. Harrison, 13 Ky. Op. 244.
Van Vleet v. Evangeline Oil Co., 129 La. 406.
American Steel & Wire Co. v. Eddy, 130
Mich. 266.
Williams v. Boice, 38 N. J. Eq. 364.
Mills v. Hendershot, 70 N. Y. Eq. 254.
Jorguson v. Apex Gold Mines Co., 74 Wash.
243.
Chaffee v. Railroad Co., 55 Vt. 110.
Berryman v. Banker’s Life Ins. Co., 117 App.
Div. 730.
Crawford v. Roney, 130 Ga. 515.

The Subject To Be Discussed
What it is proposed to discuss is (1)
what nondefinitional propositions, in
cluding the word “capital ” or its equiv
alent, in the legal literature are true
descriptions of what judges do and (2)
what nondefinitional propositions, in
cluding the word “capital ” or its equiv
alent, in the accounting literature are
true descriptions of what accountants Particular asset items:
do. The reason the discussion is so
Valuation of land as an asset—Shields v.
Hobart, 172 Mo. 491.
directed is because the accountant, in
Valuation of goodwill—Coleman v. Booth, 268
deciding what to do in a particular in
Mo. 64; Washburn v. National Wall Paper
Co., 81 Fed. 17.
stance, wishes to give weight not only to
Valuation of accounts receivable—Slayden v.
what accountants do, but also to what
Seip Coal Co., 25 Mo. App. 439.
judges do, and because counsel and
Valuation of guaranty fund as an asset—
Russell v. Bristol, 49 Conn. 251.
judges, in deciding what to do in a par
Valuation of prepaid advertising—Davenport
ticular case, wish to give weight not
v. Lines, 72 Conn. 118.
only to what judges do, but also to what
The proposition classifies together,
accountants do. Therefore each wishes
to know whether the propositions which and describes as identical, (1) a case in
purport to describe what judges and which the fixed assets are carried at an
inflated valuation equal to the par or
accountants do are true.
But unfortunately it is impossible to stated value of the stock issued therefor
make any statement as to the truth of and consequently a surplus appears and
most of the nondefinitional propositions a case in which the fixed assets have
in accounting and in law. Most of such been written down to a point below the
propositions are not meaningful, that par or stated value of the stock issued
is, their truth cannot be ascertained. As therefor with a resulting deficit; (2) a
an example, let us examine one of the case in which no item of goodwill ap
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pears among the assets and a case in
which there is an item of goodwill car
ried at the price actually paid for it, as
such, and a case in which there is an
item of goodwill valued at a sum suffi
cient to take care of the amount of stock
issued for the fixed assets; (3) a case in
which no deferred charge appears
among the assets and a case in which
there is a deferred charge for either (a) a
disbursement for services performed
from which no benefit has yet been re
ceived, such as a prepaid expense for ad
vertising or development, or (b) a
so-called capital loss; (4) a case in which
an allowance for depreciation is de
ducted on the left-hand side of the
balance-sheet and a case in which the
allowance is carried as a reserve on the
right-hand side; and (5) a case in which
reacquired stock is carried on the left
hand side of the balance-sheet as an
asset and a case in which such stock is
carried on the right-hand side of the
balance-sheet as a deduction. It is
hardly necessary to lengthen this ex
emplary list of significantly different
situations which are classed together in
the proposition with respect to divi
dends. The practising accountant is
more familiar with them than with the
general proposition itself. Nor is it nec
essary to select from the accounting and
legal texts other of the almost innumer
able general propositions they contain
and subject them to the same analysis.
Since such propositions are neither true
nor false, their “truth” cannot be ac
corded any weight. They are emotive
rather than meaningful propositions
and their effect on behavior is the effect
of emotive propositions.
Doubtless there are, however, many
nondefinitional propositions in the ac
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counting literature, especially if that be
taken to include propositions about
bookkeeping, which are not emotive but
meaningful and therefore are either true
or untrue. It may be that the following
propositions are meaningful, that their
truth may be determined, and that they
may be found to be true: “The par or
stated value of issued stock is entered as
a credit in an account in the ledger
called capital stock;” “Accountants
comment adversely on the declaration of
a dividend out of a surplus which arises
wholly because an appraised value of
one of the pieces of land which it has
purchased for cash from a third person
is larger than the purchase price paid.”
If such propositions are true, that is to
say, if accountants behave in the way
described by the propositions, I believe
that the fact that other accountants do
behave in the way described is accorded
a predominating weight by accountants
in deciding what to do in a particular
situation.
The consequence of what has been
said as to the meaninglessness of most of
the general propositions in accounting
and legal literature is that it is impossi
ble to use those propositions as proposi
tions in the construction of a useful,
rational system, theory, or science of
accounting or of law.
Furthermore, even if all of the specific
and meaningful propositions in ac
counting and in law were verified or
true, our language is such an inadequate
symbol system, it is believed, that it is
impossible by its use to formulate a new
set of meaningful general propositions,
subsuming the specific propositions, so
that the whole would form a rational
system, theory, or science of accounting
or of law.

Concepts of the Accrual of Income
By PAUL W.

PINKERTON

am not a lawyer. I do not know
however, not at all the legal concept, for
what right I have to present a legal under that concept income accrues in
concept. It may even be dangerous chunks—if I may use the expression—
in these days when certain members ofonly at certain instances when particu
the bar are bitterly denouncing ac lar things come to pass. From the legal
countants for impinging on the preroga point of view, the accrual of income
tives of attorneys, a practice in which I does not spread itself thinly and stead
am certain that no one present indulges. ily over a period of time, as it does in
Because I am not a lawyer, I have sub the accounting concept. From the legal
mitted to several lawyers what I plan to point of view, income does not accrue as
say about the legal point of view. As a it is earned, but rather when a transac
result of these various conferences with tion results in a transfer of cash or in the
lawyers, it seems to me that what per creation of an enforceable claim to cash.
haps was once a clear-cut legal concept
Interest payable on April 1st and Oc
has in certain aspects been modified by tober 1st in the semiannual amount of
and has to some extent absorbed the $100 accrues legally on those dates in
accounting concept, but that this transi the entire amount of $100 each time. No
tion of thought is only partly accom interest income accrues in May or June
plished. Mr. Fisher has told us that its or July, or in any other month except
development is being delayed by the April and October, unless the due date is
fact that we accountants have not anticipated by a payment in advance
drawn our definitions finely enough or thereof. And when the accrual occurs, it
expressed our accounting principles occurs all on one day. To us account
specifically enough to give to them the ants, perhaps the most familiar illustra
authoritativeness which they should tion of this legal use of the word “ac
have. He has told us also that our ap crue” is found in income-tax rulings
parent inability or unwillingness to which hold that the federal capital
express ourselves other than in general stock tax “accrues” on the first day of
ities is obviously resulting in having ac July in each year. To us this tax accrues
counting principles established outside not on any one day, but from day to day
of rather than by the profession.
throughout the year to which it applies.
It seems to me that it would be en
I have said that the present legal con
cept of income accrual is an expansion of tirely out of order to assert that either
a basic legal concept. It is equally true concept is right to the exclusion of the
that the accounting concept is a devel other. Each is fundamentally sound
opment which has borrowed freely from when one recognizes the purposes for
other fields, including both law and which it was conceived and what is
economics. For example, the accounting hoped to be accomplished thereby. The
concept that income of certain kinds, as, legal concept was at one time the ac
for example, interest, accrues from counting concept also. There is not time
month to month, from day to day, even for me to trace the historical develop
from minute to minute and second to ment of the change in the accounting
second, just as a tree grows in the forest, concept, as Stephen Gilman does most
was originally entirely an economic con interestingly in his forthcoming volume
cept. This concept of income as a thing on accounting profits, the manuscript of
which may accumulate gradually is, which I have been privileged to read. In

I

69

Accounting Principles and Procedure

lieu thereof, I shall attempt to indicate
the reason for the change by a simple
modern example.
An owner rents a building for a period
of years. The lease specifies a total
rental for the life of the lease, payable in
equal annual instalments on the first
day of each May. From the legal con
cept the income accrues in substantial
amounts on May 1st of each year; from
the accounting concept it is accruing
from day to day. If, as is usually the
case, the first payment is at the begin
ning of the first year of occupancy, the
accountant would treat its receipt as
deferred income and would accrue
actual income only as time passed.
Why?
The answer is found historically
solely in the development of continuing
business enterprises for which financial
statements have to be prepared while
the businesses are still in operation. If
no financial statements have to be pre
pared between the starting of a business
enterprise and the time of its final liqui
dation, there is no need for accruing in
come as the accountant does. If, how
ever, it is necessary to prepare for the
owner of the building in our example
financial statements for the month of
May, the accountant will include in
income only one-twelfth of the annual
rental, offsetting against it such ex
penses as are applicable to the month.
If he took the entire annual rental into
May’s income, he might show an enor
mous profit for that month and have
nothing but expenses in the eleven
months to follow. He, and the courts
also, would for securities-act purposes
consider as utterly misleading a state
ment of May operations which failed to
follow the accounting concept, as dis
tinguished from the basic legal concept
of income.
The fact that the law for securitiesact purposes would in such an instance
as this follow the accounting point of
view, rather than the basic legal con
cept, indicates the way in which the
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legal concept is absorbing parts of the
accounting point of view. The basis of
the law is certain fundamental princi
ples of equity and justice which have
come down through the ages. This basis
is called the common law. Where this
basic law has not seemed adapted to the
changing conditions of our more com
plicated life, statutes have been passed
setting forth what the law shall be in
certain situations.
The income tax, for example, is such a
statutory law, and the accrual of in
come for income-tax purposes obviously
varies greatly from the accrual of in
come under the basic legal principles
presented.
Since, from the legal concept, income
accrues when cash is received or when
an enforceable claim to cash is created,
there is in the ordinary sale of personal
property no difference between the legal
concept and the accounting concept—
the income accrues when title passes.
This generalization is subject to the
exception that it has become an ac
counting custom to assume that title
passes upon shipment in cases in which
it is the intention to transfer title. This
specification of intent excludes ship
ments made on consignment or on ap
proval from the application of the
custom of accruing income upon ship
ment.
In the case of a sale of real property,
however, I am informed that income
under the legal concept accrues not
when title passes, but rather when the
vendor gives up his right to the inci
dents of ownership, such as his right to
collect the rents. The accountant makes
no differentiation between time of the
accrual of income in sales of personal
property and the time of accrual in sales
of real property.
I have inquired of attorneys whether
there is any difference in the legal con
cept when the enforceable claim to cash
has a due date in the far-distant future,
as possibly five years hence in the case of
a second and final payment on a sale of
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real property, covered by a mortgage,
and have been told that there is not—
that the income accrues at the time of
transfer of the incidents of ownership.
But those with whom I have talked
have generally made an exception if the
sale, whether of real or personal prop
erty, is an instalment sale. When I have
asked them to define an instalment sale,
they have without exception made refer
ence to the income-tax law and regula
tions, and have said it to be the legal
concept that the income accrues ratably
as the payments are received. This, of
course, furnishes another example of the
development of the legal concept as a
result of changing economic conditions.
Under the basic legal concept, the ac
crual was subject to varying rules de
pending on whether the vendor “leased ”
the merchandise, or took back a chattel
mortgage, or used other legal means of
protecting himself. The Bureau of In
ternal Revenue adopted a pure expedi
ent, a practicality which was directly
opposed to every previously recognized
legal principle in relation to both income
accrual and the documentation of the
transaction, and now this expedient has
become the legal concept. The account
ant, who was probably the originator of
the instalment method, of course uses
it, but I believe that it would be in
accurate to say that the accounting
profession insists that in the case of in
stalment sales income can, from the ac
counting viewpoint, accrue only at the
rate provided in the use of the instal
ment method. It must be admitted that
just as the instalment method conflicts
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completely with previously recognized
legal concepts of income accrual, so it
constitutes a wide deviation from other
accounting practices.
Closely related thereto, however, is
the accounting practice in the accrual
of earnings on long-time construction
contracts. Since the income-tax law has
accepted the accounting practice in this
regard, it is probably safe to say that
the basic legal concept of income ac
crual has been changed in this also.
I could continue discussing many
types of transactions, but except for a
few minor variations it seems to me
that the situation can be summarized by
saying, first, that the one outstanding
present difference between the legal and
accounting concepts of income accrual
is that, according to the accounting
point of view, income accrues as earned
rather than when realized in cash or in
the creation of an enforceable claim to
cash; second, that changes in the law,
generally for specific purposes such as
taxation or the registration of securities,
have necessarily altered and are altering
the legal concept until it can no longer
be summarized in any short generaliza
tion ; third, that this seems to be far less
true of the accounting concept, which,
whether applied to interest, to sales, to
instalment transactions, or to long
term contracts, demands the accrual of
income as earned; and fourth, that,
while the accounting concept is not
static, its development is constantly
toward more accurate determination of
the amount of earnings applicable to
any given period.
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Round Table Discussion

Accountants’ Certificates
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Introduction
By George D. Bailey
meeting on “Accountants’
Certificates,” we shall try to out
line the problem facing professional
accountancy in its certificates, and
open discussion try to make progress
toward that complete uniformity of
thought which is so necessary in dealing
with one or several uniform certificates.
In order that the problem may be
clearly outlined, we shall have as dis
cussion leaders representatives of com
mittees of the Institute having to do
with certificates, and others who are
representative of special approaches to
the certificate problem.
Let me say at the outset that I be
lieve that the development of the ap
proved certificate (may I be permitted
to refer to it as the standard certificate)
constitutes one of the outstanding
achievements of the profession in the
United States. It was a definite accept
ance of responsibility by the profession
to give more meaning to the certificate,
and it did lay down an entirely sound
framework. It brought in the necessity
for using accepted accounting principles
and using them consistently. It brought
in the necessity for some expression on
scope. Time has proved the wisdom of
the emphasis on those points, and I am
sure that they are permanently incor
porated into our philosophy of certif
icates. But the very fact that the
standard certificate did recommend
wording as to those basic points makes
it necessary to see that the words have a
meaning common to all users or readers
of the certificate.
As a background for this discussion I
would like to refer to an article by Mr.
A. A. Berle, Jr., in the May, 1938, Jour
nal of Accountancy, entitled “Account
ing and the Law.” The author pointed
out that the major glory of the common
law was “the constant self-criticism
which it engendered, and which has at
n this
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all times been its safeguard, its forward
light and its intellectual fertility. . . .
The criticism of process is fundamen
bytal.” He makes the point also that effec
tive accounting rules must be made
with continuous and open self-examina
tion, and expects accountants to con
tinue to be fertile in theoretical and
professional discussion. “Granted open,
reasoned decision,” he says, “and the
professional comment, criticism, and
review begins to operate.” While these
statements were made in another con
nection, they seem to be particularly
applicable to the certificate problem.
I think we may have been inclined to
think of the certificate problem solely
from the point of whether or not the
standard certificate needs change. That
problem exists, but it is only one phase.
There is the problem of exceptions, the
use of footnotes and explanations, and
the necessity of their having such clar
ity of expression as leaves no doubt as
to the meaning. There is the phase of
the propriety of using the certificate for
companies which do not have as great a
degree of internal check as was expected
of the “listed” companies. There is also
the problem of the use or adaptation of
the certificate for nonprofit institutions
and for governmental subdivisions.
Further, there is the problem of special
purpose certificates, such as those for
reports to highway commissions and
trustees.
Let me return again to the necessity
for definite meaning in every part of our
certificates. The certificate must mean
the same thing to each member of the
profession who uses it, and it should
convey a definite and fixed meaning to
the informed and intelligent reader.
That, I take it, is a responsibility which
rests strictly on this Institute. If some
of the words and phrases now used in
certificates mean different things to dif
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ferent users (and I am sure they do),
then we as a profession must accept the
responsibility for getting a uniform
meaning, or we can expect that others
will fix that meaning for us. As to this
meeting, I shall be very much surprised
if it decides on any specific points. Its
very size will prevent that. But I shall
be even more surprised if the discussion
today does not point out very definitely
how to move forward on the problem.
Uniformity of meaning can be reached
in various ways, and all of them may be
necessary. The courts can do it, of
course, as was done in England in 1895,
when meaning was given to the term
“as shown by the books” so clearly
that no chartered accountant in Eng
land today doubts its meaning. But the
profession can give so definite a mean
ing to a term that the courts would
respect it, and that is much to be pre
ferred. To get uniformity of meaning,
one must know where opinions differ,
and it is here that discussion is helpful.
If a word, phrase, clause, or sentence is
slightly ambiguous, then a wide dis
semination of an authoritative meaning
may be sufficient. But if the expression
is grossly ambiguous, so that an author
itative pronouncement puts a strain
upon the ordinary meaning of the
words, then perhaps the wording should
be changed. This same problem exists in
connection with a certificate which is
entirely natural in one set of circum
stances, but which is quite strained or
artificial when used in other circum
stances.
Good as the standard certificate is in
many ways, we must be as careful our
selves not to freeze it, as we want others
to be careful in doing things that have a
tendency to freeze accounting thought
at its present level. We must under
stand its primary purpose. To me it
seems perfectly clear from the cor
respondence published at the time of its
introduction that it was intended for
use in its entirety for companies of the
kind that have securities listed on the
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New York Stock Exchange. It has had
almost five years of use, and in the in
terest of constant self-criticism, we may
properly exchange ideas as to how well
the certificate fulfills its original pur
pose in these days of crystallization of
accounting ideas. The effectiveness and
appropriateness of the standard certifi
cate for small companies and in special
circumstances can only be understood
by interchange of experiences. And
finally, we must examine the criticisms
of the certificate which are being made
by responsible outside sources, and de
termine whether such criticisms are
sound and if so how to meet them.
With respect to our responsibility for
uniformity of thought, perhaps I may
be permitted to take up one problem as
an example. We use the term “ex
amined or tested accounting records.”
Is there unanimity of thought as to the
meaning of that term? Has professional
accountancy authoritatively stated its
meaning? A discussion of its meaning
for the particular purpose intended is
set forth in the published correspond
ence leading up to the standard cer
tificate. Even that may not have been
kept alive or discussed sufficiently to
keep its meaning clear. But I know of no
place where there is any authoritative
background as to its meaning for com
panies with inadequate internal check.
What meaning should be tied into that
phrase? Is it enough to make a clear
pronouncement that in such cases there
shall be such an examination as is con
templated by the bulletin Examination
of Financial Statements? Shall we say, as
does the S.E.C., that no examination
shall eliminate procedures ordinarily
employed by auditors, or that excep
tions are to be clearly taken? Shall we
say that the wording should be changed
to place clearly upon the accountant the
responsibility for the reasonableness of
the scope of examination in view of the
conclusions expressed? Do we, as a pro
fessional body, want to go farther and
state that the phrase in question should
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be changed for certain circumstances,
with specification of the circumstances?
I hope there will be discussion of this
phrase.
Also, it seems to me that there may
be a substantial lack of uniformity of
meaning in the statement, “We also
made a general review of the accounting
methods and of the operating and in
come accounts.” If that statement is to
be used, we should endeavor to estab
lish for it a definite meaning.
The phrase “accepted accounting
principles” is another illustration. There
can be no doubt that there was wide
difference of opinion as to its meaning.
During the last year, however, there has
been such broad discussion, much of it
sponsored by the Institute, that there is
reason to hope that we are moving for
ward to a common understanding of the
term.
The question of consistency seems to
me to furnish a particularly good illus
tration of certificate problems. We cer
tify to consistency, but depend on one
pronouncement to explain that we
don’t mean consistency, but only ma
terial consistency. There is a danger of

having the wording of the certificate
more definite than its intent and we, as
a profession, have done very little to ex
plain what we mean by “material.” It
seems to me that this is very dangerous,
and unprofessional. The profession it
self must move forward quickly to a
common understanding of materiality,
and must so publicize that meaning
that we will have a part in any final
determination of its meaning.
I have tried to state our problem in
broad terms as I see it. The ideas are
personal and should be challenged as
thoroughly as I hope you will challenge
any of the points to be presented by our
other speakers. The limits of time have
forced each of them to condense their
ideas and definitely limit their presenta
tion.
May I suggest that such matters
as the propriety of the caption, “Cer
tificate,” and the accuracy of the as
sumption that the balance-sheet is the
representation of the client be left until
another time. The term, certificate, is a
first-class illustration of how widespread
use and custom can give definite mean
ing to an ambiguous word.
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Accountants’ Certificates and the S.E.C.
by Samuel J.

been suggested that I deal
with this subject from the stand
point of our relations with the
Securities and Exchange Commission.
It has naturally been the attitude of
the Commission that accountants should
take in full the responsibility which is
properly theirs, though the Commission
has been reasonable in agreeing that
certain matters, legal and engineering
questions for example, are not within
the province of the accountant. The
Commission has also stressed the neces
sity of the accountant’s expressing his
opinion in clear and unequivocal lan
guage. On this latter point, I think the
views of the Commission agree with
those of the bulletin, Examination of
Financial Statements by Independent
Public Accountants, as follows:
“The accountant’s report or certifi
cate should be as concise as is consistent
with a clear statement of his opinion on
the financial statements submitted. Ex
planations and disclosures which he be
lieves to be desirable regarding ac
counting principles adopted should be
inserted in the financial statements or in
his report. Attention is directed to the
importance of stating any qualifications
clearly and concisely. Distinction should
be made between those comments in
tended to be merely informative or to
state the limitations of the scope of the
accountant’s work (e.g., where part of
the work has been performed by other
accountants), and those which indicate
dissent from particular practices of the
company. Care should be exercised to
avoid making any statement that is not
literally true or which might give rise to
unwarranted implications.”
t has
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There are two documents which I be
lieve serve to summarize the expressed
views of the Commission with regard to
accountants’ reports. The first is release
No. 7 of the accounting series issued on
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May 16, 1938, in which the chief ac
countant listed under the caption, “Ac
countants’ Certificates,” twelve items
as constituting deficiencies commonly
cited by the S.E.C. The second is the
draft of regulation Z. This was prepared
some months ago, and is still under con
sideration by the Commission. While it
has not yet been issued and will doubt
less be revised in many respects, it can, I
think, properly be used to obtain an in
sight into the views of the Commission.
The form is considerably more specific
with regard to the scope of accountants’
reports than is the more general rule at
present in force. I shall attempt to sum
marize the more significant portions of
these two documents.
It is contemplated that regulation Z
will contain this requirement:
“If any change in accounting princi
ple or practice which has been made at
the beginning of, or during, any period
covered by the profit-and-loss state
ments and such change substantially
affects proper comparison with the pre
ceding fiscal period, the necessary ex
planation shall be given in a note at
tached to the appropriate statement in
the accountants’ certificate,”
and a further requirement that the ac
countants’ report shall comment upon
any changes in accounting principle or
practices so set forth.
It will be noted that this requirement,
in its present draft form, is quite defi
nite and specifically refers to a compari
son with “the preceding fiscal period.”
The pertinent clause in the standard
form of accountants’ report issued by
the Institute in 1933 is not so definite; it
reads:

“in accordance with accepted principles
of accounting consistently maintained
by the X.Y.Z. Company during the
year under review.”
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While it was explained in a footnote
to the standard form that this clause
was “appropriate only if the accounting
for the year is consistent in basis with
that for the preceding year,” the clause
standing by itself does not make this
clear and has given rise to a number of
misunderstandings. A change along the
lines indicated has been under consider
ation by accountants for some time
past. The Commission evidently de
sires the more specific statement, and
there is no doubt in my mind that clari
fication would be an improvement.
The present regulations under form
A-2, form 10, and form 10-K require
that the accountants’ certificate “shall
be reasonably comprehensive as to the
scope of the audit made,” and substan
tially the same language is contained in
the draft of regulation Z. The statement
of the scope of the examination con
tained in the present standard form has
been acceptable to the Commission
where it applied, though one of the
comments contained in release No. 7
referred to above is “adequate audit not
made by the certifying accountant.”
This criticism, however, is not directed
to the wording of the standard form. It
is directed to cases where the account
ant has specified certain work which he
has not undertaken, but which the
Commission believed should be under
taken under the clause in the regulation
prohibiting the omission of “any proce
dure which independent public account
ants would ordinarily employ in the
course of a regular annual audit.”
We must, of course, bear in mind that
the standard form was drawn up primar
ily for companies listed on a stock ex
change, companies in which presumably
there is an adequate system of internal
check and control. It may be that criti
cisms sometimes directed at the state
ment of the scope of the accountant’s
examination result from the fact that
the form has at times been used in cir
cumstances for which it was not in
tended and is not applicable, and where
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the system of internal check and control
may have been very much less adequate.
The present regulations require the
accountant to express his opinion as to
“the accounting principles and proce
dures followed.” Similar wording will
probably be retained in any revised
regulations. The corresponding phrase
contained in the standard form of
report reads:
“in accordance with accepted princi
ples of accounting consistently main
tained ...”
I believe it was the view of the fram
ers of the standard form that the words
“consistently maintained” covered the
manner in which the accepted principles
of accounting had been applied, and
therefore covered accounting proce
dures as well as accounting principles. I
recognize that there is some difference
of opinion as to the meaning of the
term, “accepted principles of account
ing,” and even of the word, “princi
ples,” as so used. The method of ap
plication of the principle is often a
matter of major importance as, for
example, whether the method of first-in
first-out, average cost, or last-in first
out, is used in determining cost of inven
tories. However, if the principles are
maintained, and maintained in a con
sistent manner from year to year, it
would seem that the question of proce
dure is adequately dealt with. That at
least would seem to be the view adopted
in the correspondence with the New
York Stock Exchange out of which the
standard form arose.
The Commission has directed con
siderable criticism to the use of the
term, “subject to the foregoing,” and
similar terms which it has described as
“equivocal phrases.” I am told that
some accountants have informed the
Commission that “subject to” involves
an obvious qualification, whereas other
accountants have told the Commission
that the reverse is the case unless an ex
ception is specifically stated. I do not
think the objection is so much to the
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words “subject to” as to their use
without additional words which indicate
definitely an exception, as, for example,
“subject to the exceptions noted in the
preceding paragraph.” I think we should
be sympathetic with the objectives of
the Commission, and if there is any
question as to whether or not a qualifi
cation is intended, this must be cleared
up. In the words of the bulletin, we
must recognize “the importance of
stating any qualifications clearly and
concisely.” It is also desirable, perhaps I
should say essential, that accountants
indicate whether the exceptions they
take refer to the accounting principles
adopted, the manner of their applica
tion, the consistency of treatment, or to
other matters affecting the opinion of
the accountants.
Another clause included in the draft
of regulation Z is the effect that the ac
countant give his opinion, not only on
the accounting principles and proce
dures contained in the financial state
ments, but also as to any significant
differences from those reflected in the
books. This would require more than the
mere statement of the differences. It
might take the accountant far afield so
that he would be expressing his opinion,
not only on the financial statements
submitted, but also on something else
and something different which appeared
elsewhere. There is reason to believe
that the Commission may drop this re
quirement, and I hope that it will do so.
The very fact that the changes have
been made and approved (or qualified)
in the accountant’s report indicates the
accountant’s opinion. In any event, the
financial statements actually presented
constitute the representation of the

Company to its security holders, and in
the absence of fraud or improper mo
tives (questions into which the account
ant should not be required to inject
himself), the statements presented are
the important factor.
In agreeing with some of the criti
cisms of the standard form of account
ant’s report, I should not like to leave
the impression that the criticism is a
general one. I believe that the standard
form was a very important and distinct
advance in accounting practice; it has
had a very substantial educational
value, so that the informed layman to
day has a much clearer conception than
formerly of the nature of an account
ant’s duties. Furthermore, it covers a
much broader field than was usually
covered by reports previously issued; it
deals with the scope of the accountant’s
examination, and has two other notable
additions in that it covers questions of
accounting principles and the consist
ency in their application. I believe that
the almost immediate acceptance of the
form and the substantially universal
extent to which it was adopted indi
cated that it had merit, not only from
the accountant’s standpoint, but also
from that of his client. One of its great
merits was that it did establish a certain
uniformity of form and content which,
in my opinion, has been a notable source
of strength to the accounting profession.
I firmly believe that there is room
within the framework of the present
standard form for such changes as may
be necessary to recognize the imperfec
tions to which attention has been di
rected. The patient is not ill, he does not
require a major operation; but some
minor correctives are needed.
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Accountants’ Certificates and the Banker
by A. s. fedde
UR best friend and severest critic tailed report reviewing the various
is the credit-granting banker. items on the balance-sheet, particularly
His criticism of the “standard” current assets and liabilities (if the
does not tell all there is to
form of report, summed up, is that description
it is
know), together with some information
used where it is not appropriate.
He does not find fault with its use as to the method of substantiation; and
with the annual reports of the large also giving an analysis of operations and
corporations listed on the New York comparative figures. While most bank
Stock Exchange—he claims, and I think ers realize that they cannot render
rightly, that such was the purpose of judgment as to whether or not an ac
drafting the so-called “standard” re countant has made a good examination,
port—but he sees red and rolls up his they still desire to get an impression and
sleeves when that is all he gets on the feel that they can get one from the style
accounts of a concern of lesser worth and content of a report.
In some of my contacts with the com
and prestige seeking bank credit. His
mittee of the Robert Morris Associates,
refrain is, “Tell me more!”
He says, I want to know at least: (a) I have observed a rather understanding
that the scope of the work was not attitude toward accountants and their
restricted so as to make it a limited ex problems—especially as the account
amination, (b) that the accountant con ants’ wish to be as helpful to the bank
sidered the work done adequate for the ers as possible, though they must avoid
purpose of the examination, (c) a more taking responsibilities that do not fall
definite indication of the extent of the within the scope of their profession or
examination to reveal what the account within the limits of their work as de
ant means by the phrase “examined or fined by the instructions under which
tested accounting records and other they may be working. The extent of an
supporting evidence,” (d) a definite accountant’s responsibility is generally
statement, if it can be made, relative to closely connected with his report, and
the consistency of the accounting meth therefore he must be guarded in his
ods with those employed in the preced statements.
Shifting blame for a loss seems to be a
ing year or years—in other words, a
clarification of the “consistently main popular and self-satisfying pastime, and
if a loser at the same time can collect
tained” phrase.
Of the foregoing, the principal elab balm, why, two birds (one of them per
oration desired in a report on accounts haps the accountant) can be killed with
submitted for credit purposes is that one stone.
In expanding the “standard” report
under (c) above. He would like to have
some idea as to the extent of the tests into such a detailed report as will satisfy
applied, and he would also like to know the bank credit man, great care must be
the basis for certain of the conclusions used. The accountant can give his opin
reached by the accountant and whether ion on matters which he has substanti
the conclusions are actually the ac ated by recognized audit procedure; he
countant’s or only those of the manage must refrain from stating as facts things
ment. It really comes down to a desire he does not know from proper investiga
to have, in addition to the formal short tion to be facts and such matters which
report or certificate, a somewhat de he believes to be true only because the
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information came from a source he be
lieved to be reliable. Here he had better
merely state that certain things have
been reported to him and give the source
of his information. If he is tempted to
state that the profits shown are true, he
would do well to reflect that an exact
and true profit-and-loss statement is
only possible when made for the entire
period of a concern’s life and after all
liabilities have been paid, all assets real
ized in cash, and the concern wound up.
One should bear in mind that all inter
mediate profit-and-loss statements and
balance-sheets are based on apportion
ment of prior, current, and future re
ceipts and outlay in such a manner as to
present an estimate of profits earned
within a calendar period. How good
that estimate is will depend on the
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amount of information available and
made use of at the time and the skill and
judgment of the person making the
apportionment.
Perhaps this is no time to drag in a bit
of accounting theory except that almost
any occasion when accountants meet
should be utilized to reiterate and em
phasize that the stating of annual ac
counts is not an exact science, and this,
as well as reporting on other matters
that cannot properly be set forth as
verified facts, must be taken into con
sideration in phrasing the accountant’s
report.
If this can also be brought home to the
banker and other credit grantors, there
will be a growing understanding in those
quarters of our work, our reports, and
our problems.

A Criticism of the Standard Form of Report
By David Himmelblau
interesting paper
Refer again to figure 1. It would seem
summarizes the events leading that the opinion section of that certifi
to the form of certificate which cate would be clearer if it were short
ened
was drafted by a special committee
of to read as follows:
the American Institute of Accountants.
“In our opinion the accompanying
This form was approved in January, balance-sheet and related statement of
1934, by the committee on stock list of income and surplus fairly present its
the New York Stock Exchange and a position at December 31, 1933, and the
committee of the Controllers Institute results of its operations for the year.”
of America. See figure 1.
If the shorter form is used, it would be
I have been asked to criticize the
easier to add the words needed to com
accountants’ certificate from the aca
ply with the S.E.C.’s meticulous re
demic point of view and to do this in
quirements as to identifying the certi
a period of ten minutes. I doubt whether
fied statements. As you know, the
the academic view on any topic can be
Commission insists upon having the
presented in ten minutes, so I shall
registrant specified by name and having
limit my remarks to the “opinion”
separate mention made of the regis
section of the certificate. Five points
trant’s financial condition and of the
will be discussed. Reference will be
consolidated financial condition.
made to illustrations which have been
distributed in mimeograph form. Seven 2. Shift into a separate sentence the
of these were taken from actual cer
parenthetical phrase in figure 1 which
tificates.
reads, "in accordance with accepted
principles of accounting consistently
1. Use shorter sentences.
maintained by the company during the
In practically all cases the opinion
year under review."
section of the certificate is given in the
If the customary sentence comprising
last paragraph. An interesting variation
the opinion section of the certificate
is figure 2 in which the last two para
is too long, the next query is, How can
graphs comprise the opinion.
it be remedied? Some auditors have
The phrasing of the opinion recom
already done this by using two sen
mended by the Institute is shown in
tences. For instance, figure 8 has 110
figure 1. Note that it contains 53 words,
words grouped into two sentences of
all in one sentence. In practice, many
82 and 28. In figure 5, the first sentence
cases have arisen where auditors have
has 43 words and the second sentence
believed it necessary to increase the
59 words, or a total of 102.
number of words. For instance, figure 3
Where two sentences are used the
contains 101 words, 11 commas, and a
latter usually contains the words:
pair of parentheses; all in one sentence.
Similarly, figure 4 has 102 words in one “in accordance with accepted principles
sentence. If certificates are to be phrased of accounting consistently maintained
so as to be readily understood by the by the company during the year under
review.”
investor, I fear we have greatly over
rated the investor’s ability to under In figure 5, note that the use of the
stand a long sentence which covers separate sentence made it easy to add
more than one technical accounting an explanation regarding a change in
subject.
accounting practice.
r. hurdman’s

M
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In this connection another question
arises: Why does the phrase, “in ac
cordance with accepted principles of
accounting consistently maintained by
the company during the year under
review,” belong in the opinion section
of the certificate, rather than the first
part of the certificate? The latter
method is used in figure 6 and seems to
increase the clarity of the certificate.
While on this subject it might be
worth while to consider the advisability
of shortening the sentence by using the
phrasing shown in figure 7, which reads:
“ and on a basis consistent with the pre
ceding year.”
3. Delete the parenthetical phrase "based
upon such examination” which ap
pears in figure 1.
The long sentence in the opinion sec
tion of the certificate may be further
shortened by deleting from figure 1 the
parenthetical phrase, “based upon such
examination.”
These four words are increased to 35
words in figure 8 and 22 words in figure
4. The phrase implies that the opinion is
dependent upon the examination de
scribed in the preceding paragraph (s) of
the certificate. Since this dependency is
obvious, the additional words constitute
surplus verbiage and hence may be
deleted to advantage.
If the phrase implies a qualification
of the certified statements, I doubt
whether an investor comprehends the
significance of the qualification.

“based upon such examinations and on
the foregoing explanations . . .

“and subject to the final determination
of the liability for federal income taxes.”

A qualification is clearly stated in the
last thirteen words, but how about the
first nine words? If they are intended to
be a qualification of the certified figures,
I doubt whether I could explain the
qualification to an investor. If the
words are intended to indicate the scope
of the examination they do not belong
in the opinion section.
Figure 8 is more difficult to under
stand. There are 18 words in the third
and fourth lines of the opinion section
which read as follows:
“and subject to the foregoing comments
relating to foreign exchange adjust
ments and the special provision for
plant depreciation.”

It seems to me that an investor is not
competent to decide whether these
words describe part of the scope of the
audit or whether they constitute a quali
fication of the certified figures. If in
tended as a qualification, they fail to
achieve the objective, because the
reader is unable to evaluate the amount
involved.
In this connection it is worthwhile to
review the comments on page 40 of the
Institute’s bulletin Examination of Fi
nancial Statements, published in Janu
ary, 1936. It states:
“Attention is directed to the impor
tance
of stating any qualifications clearly
4. As to certain words used by the audi
and concisely. Distinction should be
tor, are they intended to qualify his
made between those comments intended
certificate or describe the scope of the to be merely informative or to state the
examination?
limitations of the scope of the account
For the fourth point, I wish to call at ants’ work (e.g., where part of the work
tention to the fact that in many cer has been performed by other account
tificates it is not clear whether certain ants) , and those which indicate dissent
words used by the auditor were intended from particular practices of the com
to qualify his certificate or to describe pany.”
the scope of the examination made.
It seems to me that phrasing such as
For instance, in figure 4 there are 22 that used in figure 8 does not clearly set
words in the first three lines which read forth the distinction between scope of
as follows:
work done and dissent from company
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practices. A large part of the data could
be presented as footnotes to the finan
cial statements.

position at December 31, 1933, and the
results of its operations for the year,
subject to the following qualifications:

5. Should the certificate be rearranged?
Consideration might be given to re
versing the paragraphs in the certificate
so that the opinion section comes first
and the statement of work done last.
Under this plan the certificate will read
as shown in figure 9, namely:
“In our opinion the accompanying
balance-sheet and related statement of
income and surplus fairly present its

1.---------------------------------------2. ---------------------------------------3. ----------------------------------------

“These statements were prepared in
accordance with accepted principles of
accounting which were consistently
maintained by the company during the
year under review, except that . . .
“As a basis for this opinion we
examined, . . .”

SUMMARY
paragraph.
3. Delete the phrase “based upon such
examination.” It seems to be un
necessary.
4. Words intended as a qualification of
the certified figures should be more
carefully segregated from words
which are explanatory of the scope of
work done. At the present time it is
often difficult to “spot” the quali
fications.
5. Consider the possibilities of rear
ranging the parts of the certificate so
that the important part, the opinion,
comes first.

To sum up the five points:

. In the opinion section of the certifi
cate, use shorter sentences to assist
the investor who desires to under
stand the certificate.
2. Shift into a separate sentence the
phrase, “in accordance with ac
cepted principles of accounting con
sistently maintained by the company
during the year under review.”
Also consider whether this sentence
need appear in the opinion para
graph or whether it might be trans
ferred into the scope-of-work-done

ILLUSTRATIONS

income and surplus fairly present, in ac
cordance with accepted principles of
accounting consistently maintained by
the company during the year under
review, its position at December 31,
1933, and the results of its operations
for the year.
Notes
1. It is contemplated that, before sign
ing a report of the type suggested,
the accountant should have at least
made an examination of the charac
ter outlined in the bulletin, Verifica
tion of Financial Statements, as inter
preted in the communication of the
committee on stock list to the gov
erning committee dated October 24,
1933.
2. The report should be addressed to

Standard Form of Auditors’ Report
Figure 1
"We have made an examination of
the balance-sheet of the XYZ Company
as at December 31, 1933, and of the
statement of income and surplus for the
year 1933. In connection therewith, we
examined or tested accounting records
of the company and other supporting
evidence and obtained information and
explanations from officers and employees
of the company; we also made a general
review of the accounting methods and
of the operating and income accounts
for the year, but we did not make a de
tailed audit of the transactions.
“In our opinion, based upon such
examination, the accompanying bal
ance-sheet and related statement of
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3.

4.

5.

6.

the directors of the company or to
the stockholders, if the appointment
is made by them.
The statement of what has been ex
amined would, of course, conform to
the titles of the accounts or state
ments reported upon.
In the second sentence, any special
forms of confirmation could be men
tioned: e.g., “including confirmation
of cash and securities by inspection
or certificates from depositaries.”
This certificate is appropriate only if
the accounting for the year is con
sistent in basis with that for the
preceding year. If there has been any
material change either in accounting
principles or in the manner of their
application, the nature of the change
should be indicated.
It is contemplated that the form of
report would be modified when and
as necessary to embody any qualifi
cations, reservations or supplemen
tary explanations.

Certificates in Use
Figure 2
"We have made an examination of
the accompanying general balance-sheet
of the Boston Elevated Railway as at
December 31, 1936, and of the accom
panying income statement for the twelve
months ended December 31, 1936. In
connection therewith we examined or
tested accounting records of the com
pany and other supporting evidence and
obtained information and explanations
from officers and employees of the com
pany; we also made a general review of
the accounting methods and of the
operating and income accounts for the
period, but we did not make a detailed
audit of the transactions.
“ In our opinion, the provision for de
preciation of road and equipment in the
year 1936 charged to cost of service as
shown in the accompanying schedule of
operating expense accounts and deter
mined in accordance with the policy of
accounting previously adopted by the
trustees is fair and reasonable, but the
amount of accrued depreciation appear
ing in the balance-sheet is inadequate.
“In our opinion, based upon such

examination, the accompanying general
balance-sheet as at December 31, 1936
(subject to the comment in the preced
ing paragraph), and income statement
for the twelve months ended December
31, 1936, fairly present the position of
the Boston Elevated Railway at that
date and the results of operations under
public control for the year then ended.
Further, in our opinion, the accounts
have been maintained by the company
consistently during the year in ac
cordance with accepted principles of
accounting.”

Figure 3
“In our opinion, based upon our ex
amination as outlined above, the ac
companying consolidated balance-sheet
of Kennecott Copper Corporation and
its subsidiaries, and related consoli
dated statements of income, earned
surplus and capital surplus accounts,
fairly present the consolidated financial
condition of these companies at Decem
ber 31, 1937, and the results of their
operations for the year ended on that
date, in accordance with accepted prin
ciples of accounting, which (except for
the changes noted above) have been
consistently maintained by the com
panies during the year under review,
appropriate to the respective min
ing, manufacturing, transportation and
other enterprises included in the con
solidated statements.”
Figure 4
“In our opinion, based upon such ex
aminations and on the foregoing ex
planations, and subject to the final
determination of the liability for fed
eral income taxes, the accompanying
consolidated balance-sheet and related
statements of income and surplus with
the notes and comments appended
thereto fairly present, in accordance
with accepted principles of accounting
consistently maintained by the com
panies during the year under review, the
position of Columbia Gas & Electric
Corporation and its subsidiary com
panies, consolidated, at December 31,
1936, and the results of the operations
of the corporation and its subsidiary
companies, consolidated, for the year
ending on that date.”
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Figure 5
“In our opinion, based upon our ex
amination, the accompanying balancesheet and related statements of income
and surplus fairly present the positions
of the company at December 31, 1936,
and the results of its operations for the
year ended on that date. Further, it is
our opinion that the statements have
been prepared in accordance with ac
cepted accounting principles, and also
on a basis consistent with the preceding
year, except that charges for services in
connection with the employees’ stock
plan have been charged against income
this year as compared with a previous
policy of charging same against the
reserve account.”
Figure 6
have made an examination of
the accounts and records of Sears, Roe
buck and Co. (New York Corporation)
relating to the balance-sheet as at Jan
uary 31, 1938, and have reviewed the
profit-and-loss statement and surplus
account for the fiscal year ended on
that date, but we have not made a de
tailed audit of all transactions. The
company’s accounts have been con
sistently maintained in accordance with
accepted accounting principles, and all
information and explanations desired
were furnished.
“ In our opinion, based upon such ex
amination, the balance-sheet fairly
presents the financial conditions of
Sears, Roebuck and Co. (New York
Corporation) as at January 31, 1938,
and the related profit-and-loss state
ment and results of operations for the
fiscal year ended that date.”
Figure 7
“Further, it is our opinion, that the
statements have been prepared in ac
cordance with accepted principles of
accounting and on a basis consistent
with the preceding year.”
Figure 8
“We have made an examination of
the consolidated balance-sheet of Inter
national Harvester Company (a New
Jersey Corporation) and affiliated com
panies as of October 31,1937, and of the
related summary of income and surplus
for the year ended that date. In connec
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tion with the financial statements of the
companies operating in the United
States and Canada, we made a review of
the accounting methods and examined
or tested accounting records of the com
panies and other supporting evidence in
a manner and to the extent we consid
ered appropriate in view of the com
panies’ systems of internal accounting
control. We also made similar examina
tions of the accounts of the principal
foreign affiliated companies. The phys
ical quantities and condition of the in
ventories were certified to us by officials
of the respective companies. With re
spect to the foreign affiliated companies
not examined by us, we reviewed the
companies’ annual reports, and the
accounts of these companies are in
cluded in the accompanying statements
on the basis of such reports. The total
assets of the foreign affiliated companies
not examined by us amount to approxi
mately 10.2% of the consolidated total,
and their sales and net income aggregate
approximately 8.9% and 8.5%, respec
tively, of the consolidated totals.
“The inventories generally are based
upon physical inventories taken as of
the close of the fiscal year except that
the inventories of companies operating
in the southern hemisphere are based
upon physical inventories taken as of
June 30, 1937, and adjusted for the in
terim transactions to October 31, 1937.
The Fort Wayne and Springfield works
were not closed for inventory purposes,
and the inventories at these two works
are based principally upon book records.
“In the preparation of the balancesheet at October 31,1937, the foreign net
current assets (exclusive of goods of
domestic manufacture held abroad, con
sistently valued on a United States
dollar basis) were valued on the basis of
the approximate exchange rates quoted
at that date, or, with respect to three
countries imposing severe exchange
restrictions, at approximate realizable
rates which were substantially lower
than quoted rates.
“Following the practice adopted in
1936, foreign exchange adjustments of
approximately $1,407,000.00 in connec
tion with the preparation of the con
solidated balance-sheet as of October 31,
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1937, were charged to the reserve for
foreign losses and exchange fluctuations
rather than against current income.
“The provision for plant depreciation
for the year ended October 31,1937, has
been computed upon the basis of the
rates heretofore used except that a spe
cial provision of approximately $1,757,000.00 has been made because of in
creased use of plant facilities. A similar
special provision amounting to approxi
mately $1,063,000.00 was made during
the ten-month period ended October 31,
1936.
“The earnings of the affiliated com
panies operating in the southern hemi
sphere included in the summary of con
solidated income and surplus are for a
fiscal year ended June 30,1937. The net
profits of such companies from June 30
to October 31 are classified as deferred
credits in the balance-sheet as of Octo
ber 31, 1937; heretofore such deferred
profits or losses have been applied
against inventories. This change in
classification has the effect of increasing
inventories and deferred credits at
October 31, 1937, by approximately
$1,150,000.00.
“In our opinion, based upon our ex
amination and upon the annual reports
of foreign affiliated companies not ex
amined by us and subject to the forego
ing comments relating to foreign ex
change adjustments and the special

provision for plant depreciation, the ac
companying balance-sheet and related
summary of income and surplus fairly
present, in accordance with accepted
principles of accounting followed by the
companies, their financial condition at
October 31,1937, and the results of their
operations for the year ended that date.
It is further our opinion that the finan
cial statements have been prepared
upon a consistent basis, except for the
change in classification set forth in the
preceding paragraph.”

Suggested Form of Certificate
Figure 9
“In our opinion the accompanying
balance-sheet and related statement of
income and surplus fairly present its
position at December 31, 1933, and the
results of its operations for the year,
subject to the following qualifications:
1.----------------------------------------

2. ---------------------------------------3. ---------------------------------------“These statements were prepared in
accordance with accepted principles of
accounting which were consistently
maintained by the company during the
year under review, except that . . .
“As a basis for this opinion we
examined, ...”

88

The Standard Form of Accountants’ Report
By Frederick h.

hurdman

“At the same time, it might be desir
to the annual meeting
of the Institute at Colorado able to attempt to develop a form of
' Springs in September, 1930, at audit report or certificate which would
which Mr. J. M. B. Hoxsey, representbe
 more informative to and more clearly
understood by investors than the forms
ing the committee on stock list of the
now currently in use. It would, in the
New York Stock Exchange, read a most opinion of the committee, be advan
interesting paper and invited the co tageous if audit reports were so framed
operation of the Institute, there devel as to constitute specific answers to the
oped a very close relationship between last three questions embodied in the
the Institute and the Exchange.
president’s letter to listed companies of
The special committee on coopera January 31, 1933, namely:
tion with stock exchanges was appointed 4. Whether in their opinion the form of
with Mr. George O. May, as chairman,
the balance-sheet and of the income,
and was of great assistance to the Ex
or profit-and-loss, account is such as
fairly to present the financial posi
change in the formulation of rules and
tion and the results of operation.
regulations for the guidance of listed
corporations and their auditors in the 5. Whether the accounts are in their
opinion fairly determined on the
preparation of annual or periodic ac
basis
of consistent application of the
counts.
system of accounting regularly em
The first task undertaken by this
ployed by the company.
committee of the Institute was to 6. Whether such system in their opinion
formulate certain basic principles of
conforms to accepted accounting
accounting. It then undertook to
practices, and particularly whether
develop the standard form of auditor’s
it is in any respect inconsistent with
any of the principles set forth in the
report or certificate which was adopted
statement attached hereto.
early in 1934 and used for the first time
in connection with the examination of
As suggested earlier in this communi
accounts for the calendar year ended cation, also, it might contain a clear
statement of the scope of the audit in
December 31, 1933.
The formulation of this standard relation to detection of defalcations by
report developed out of the correspond employees.”
ence between the New York Stock
The form of audit report recom
Exchange and the Institute’s special mended by the special committee of the
committee on cooperation with stock Institute was forwarded to Mr. Hoxsey
exchanges, which is set forth in the in a letter dated December 21,1933, and
pamphlet published by the Institute formally approved by the committee on
under date of January 21, 1934, en stock list of the Exchange in a letter
titled Audits of Corporate Accounts.
addressed to Mr. May, dated January
An excerpt from a letter, in that 18, 1934, from which the following is an
pamphlet, dated October 24, 1933, ad excerpt:
dressed to the governing committee,
“ It [the committee on stock list] also
New York Stock Exchange, by the believes that uniformity in audit re
committee on stock list would appear ports, so far as it is attainable and is
to indicate, at least, the crystallization warranted by the circumstances of the
of a demand for some form of standard particular case, is extremely desirable,
audit report or certificate:
and expresses the hope that the Ameri
89
ubsequent

S

Accounting Principles and Procedure
ployees of the company; we also made a
general review of the accounting meth
ods and of the operating and income
accounts for the year, but we did not
make a detailed audit of the transac
tions.
“In our opinion, based upon such
examination, the accompanying bal
ance-sheet and related statement of
income and surplus fairly present, in
accordance with accepted principles of
accounting consistently maintained by
the company during the year under
review, its position at December 31,
1933, and the results of its operations
for the year.”
In deciding upon the words “and
obtained information and explanations,”
the committee did not use the words
“necessary,” “needed,” or “adequate,”
because it regarded these words as
question-begging. Presumably the ac
countants would obtain all the informa
tion and explanations which they deemed
necessary, but whether they did obtain
all the information and explanations
that were, in fact, necessary or desirable
they could hardly determine.
The difference between the words
“operating and income accounts,” at
the end of the first paragraph, and the
words “income and surplus,” in the
earlier part, was due to the fact that the
committee assumed that the accountant
would make a detailed review of the
surplus account (a comparatively sim
ple task), but could not be expected to
make more than a general review of the
operating and income accounts.
The words “consistently maintained
by the company during the year under
review” were the result of perhaps the
most protracted discussion that took
place on any single point. The commit
tee was, of course, keenly alive to the
importance of consistency from year
to year, but also realized the unreason
ableness of asking the auditor in the
case of a first audit to see that the
methods used were consistent with
those employed over a considerable
period in the past. However, the com

can Institute of Accountants will use its
influence to bring about general adop
tion of the form of report which has now
been approved by the committee of the
Controllers Institute of America and by
this committee.”

It may be of interest to quote the
following from Mr. May’s letter of
transmittal dated December 21, 1933,
and above referred to:

“We think it desirable, also, as sug
gested in our report of September 22,
1932, to emphasize the fact that ac
counts, and consequently any state
ments or reports based thereon, are
necessarily in large measure expressions
of opinion. To this end, we think it
desirable that the document signed by
the accountants should be in the form
of a report, as in England, rather than
a certificate, and that the words 'in our
(my) opinion’ should always be em
bodied therein. It is impracticable to
indicate in a standard form of report
exactly the procedure followed, since it
will vary in different cases, and it will
be desirable to use language which may
understate what has been done, rather
than to incur the risk of the extent of the
examination being exaggerated by the
reader.”
The form of accountants’ report
which was agreed upon at that time and
which Mr. Haskell of the New York
Stock Exchange stated in an address in
1936 was used in more than 95 per cent
of the 1935 annual reports to stockhold
ers, received by the Exchange, is now
generally used by accountants, not only
in connection with the accounts of
listed corporations, but very generally,
is presented below:

“To the XYZ Company:
We have made an examination of the
balance-sheet of the XYZ Company as
at December 31, 1933, and of the state
ment of income and surplus for the
year 1933. In connection therewith, we
examined or tested accounting records
of the company and other supporting
evidence and obtained information and
explanations from officers and em
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mittee did not intend to imply that the
auditor in his first audit should be
excused from making a reasonable
inquiry into the methods used in the
past, especially with regard to such
fundamental questions as inventories
and depreciation policies. It follows
naturally, in those cases where there had
been frequent changes in auditors, that
the responsibility for determining con
sistency would be all the greater. They
felt that the word, “maintained,” im
plied that methods in force at the end of
the preceding year had been continued
unchanged through the year under
review. Where the books of account had
been changed in the past in order to
conform to a “consistent” practice, the
committee saw no need to mention that
fact in the certificate. While they
thought the assurance given by these
words might be inadequate the first
year such a certificate was given, they
felt its value would become very con
siderable with the passage of the years.
In order to avoid any doubt as to their
intent, they appended note 5, which
stated that the language was “appro
priate only if the accounting for the
year is consistent in basis with that for
the preceding year.”
The word, “position,” was selected
because it was thought to be preferable
to the expression previously in common
use, “financial position.” The commit
tee did not regard the object of a bal
ance-sheet as being to present the
financial position of a company in the
same sense in which a statement of
financial position might be prepared, for
instance, to determine whether the
company was solvent or insolvent, or

the present value of its stock. It re
garded accounts as largely historical,
and the balance-sheet as a general
statement of the position which the
company had reached insofar as that
position could, in accordance with ac
cepted limitations, be reflected in
accounts.
In the discussion which took place a
year ago, I think Colonel Carter im
plied, if he did not expressly say so, that
the committee, of which he was a
member, did not necessarily consider
they had said the final word on certifi
cates. I have no doubt that that com
mittee would, as does the present
committee, welcome any suggestions
for clarification which would tend to
remove ambiguity, if it exists, and make
universal acceptance of the certificate
by the public and profession.
I believe it has been generally under
stood that the committee in drafting
this certificate had in mind primarily its
use with the statements of listed cor
porations, and that it might not be
adaptable in special situations, as for
instance for small concerns with little
or no method of internal audit, or for
institutions where a detailed or nearly
detailed audit is made, or in special
investigations for credit purposes.
It is obvious that the present form of
report has done much to clarify and
standardize the former conglomerate
and meaningless statements used by
accountants to express the results of
their work.
I have been indebted to Mr. May for
much of the background used in detail
ing the steps leading to adoption of this
standard form of accountants’ report.
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Accountants' Certificates Used in
Smaller Engagements
by

Ralph b. mayo

standard form of auditor’s
report or certificate was adopted
in 1934. It was developed in coop
eration with a special committee of
New York Stock Exchange. It may
therefore be fairly assumed that the
form was intended to serve particu
larly corporations with listed securities
outstanding. This means the largest
business organizations.
How adaptable, then, is the standard
certificate to the smaller engagement?
How generally have accountants, prac
tising in communities at a distance
from exchange centers, adopted and
used this form in their practice? The
answer to these questions is interesting
and important as no doubt a consider
able majority of certified public ac
countants derive the greater portion of
their practice from business organiza
tions without listed securities. Security
exchange corporations represent a mi
nority of engagements and are served by
a minority of practising accountants.
Considering first the adaptability of
the standard form to smaller businesses,
the primary differences between large
and small engagements are (1) the
presence of a large public interest in
larger cases and (2) the scope of the
audit.
When holdings of the securities of a
corporation under review are wide
spread, there is very little direct contact
between the accountant and the owners,
hence the increased importance of a
report dealing with the broader phases
of the business and one which may be
clearly understood by persons in all
walks of life with no direct acquaintance
with the business. The certificate must
he

T

Note.—This paper was read by Lincoln G.
Kelly, in Mr. Mayo’s absence.

be technically worded to protect the
accountant. In smaller engagements,
many of the owners are active in the
management and therefore have a
the
greater understanding of the informa
tion reported by the accountant. Never
theless, this difference cannot justify
laxity or carelessness in phrasing the
certificate. Therefore, the conclusion
seems inescapable that the presence or
absence of a large public interest should
have no bearing on the wording, which
should be meticulous and cautious in
both cases.
There is of course a very great varia
tion in the scope of the audit, the pro
gram used, and the methods employed
as between large and small enterprises.
In the smaller engagements, the internal
check cannot possibly be as fully de
veloped, and therefore the accountant
cannot put so great reliance thereon. It
is necessary and possible to examine a
substantial proportion of original docu
ments. However, a detailed audit of all
transactions is rarely found. It is so
exceptional that it may be ignored in
this discussion. The auditor of a small
business must of necessity examine the
records in sufficient detail to satisfy
himself that they are reliable and that
financial statements prepared there
from do in fact fairly present financial
condition and earnings. Until he is so
convinced, he cannot issue his opinion
to that effect. Based on this essential
difference of internal protection and of
methods employed in the conduct of the
audit, does the standard wording on the
subject of scope, which was designed
for the larger situation, adequately and
clearly cover the smaller case? The form
states that accounting records and other
supporting evidence were “examined
or tested.” This wording is far from

92

Accountants' Certificates Used in Smaller Engagements

specific, but nothing short of the full
audit program, which is obviously im
practical, could be complete. Records
are examined or tested in the smaller,
as well as the larger, case. The difference
is one of degree. How can the fact be
stated that in the smaller audit the
examination and testing was far more
complete and detailed? The conclusion
seems justified that this difference in
degree need not be emphasized. It is
intended to be a general statement of
scope and cannot possibly leave an
exaggerated impression in the reader’s
mind as to the detail covered. The
statement that no detailed audit was
made will be criticized later herein,
but at this point it is well to suggest a
change in wording which will improve
the description of scope for the smaller
engagement, and it is believed it will be
equally appropriate for the larger audit.
This proposal was brought forth in the
discussion of certificates at the annual
meeting in 1937 as follows: “We made
a review of the accounting methods and
examined or tested accounting records
of the companies and other supporting
evidence in a manner and to the extent
which we considered necessary in view
of the systems of internal accounting
control.” This wording is suggested for
discussion only, as several Denver ac
countants with whom the subject has
been discussed, fear that it may imply
that a detailed audit was made if the
internal control was badly deficient or
absent.
Consideration now will be given to
the extent to which accountants use
the standard certificate in their practice
among smaller enterprises. It would be
presumptuous to attempt to represent
nationwide opinion on this subject.
The conclusions here presented spring
from the experiences of several account
ants practising in Denver, Colorado,
which may be considered a fairly typical
community (population about 300,000)
originating relatively few listed securi
ties. The accountants consulted in pre
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paring this statement represent a fair
portion of the local practice.
The first observation to be noted is
that the standard form is generally used
by the Denver accountants and in all
classes of engagements, large and small.
Of course some additions or modifica
tions of exact wording are employed,
but the essentials of the prescribed form
are preserved. In general, no greater
liberties are taken than may be noted
in published reports of the corporations
with large public interest.
The local accountants welcome the
adopted certificate as representing a
nationally accepted standard or pat
tern. They find the smaller business
man more inclined to object to the
cautious understatements and conserva
tive qualifications which are employed
in a carefully constructed certificate.
The heads of large firms are more ac
customed to the use of technical counsel
and guidance in every business move
taken. Every decision they make in
volves complex facts and far-reaching
implications. Their everyday experi
ences cause them to recognize the
necessity for caution in statement and
conservatism in expressions of opinion.
Therefore, in gaining acceptance of the
certificate by the man of modest affairs,
accustomed to direct action and sim
plicity of expression, it is of distinct
assistance to call attention to the fact
that the form used is similar in essen
tials to that adopted as standard by the
Institute and in general use nationally.
In the preparation of reports on
audits, there is a definite tendency to
avoid presenting a formal certificate
except as requested or desired by the
client. The whole report covers all
the essentials embraced in the certificate
and a great deal more, except the formal
expression of opinion. The run-of-themill audit report is designed to give the
management and owners a picture of
financial position and operating results
in some detail, together with descriptive
and explanatory comment. The certifi
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cate is of greatest use in presenting
condensed reports to sources of credit
and widespread holders of securities. In
many engagements the owners are in
active management and the detailed
report is available to them all. In cases
where no condensed report or formal
certificate is needed, it is to the ad
vantage of the accountant that the
scope and limitations of his work should
be judged by the reader of the complete
report. Condensation may uninten
tionally cover up details in the grouping
of items which may later prove of
essential importance.
The trend away from the use of the
term, “certificate,” should be noted.
Suggested substitutes are “auditor’s
opinion,” “opinion,” “formal report,”
or “auditor’s report.” In some cases no
heading is used. The word, “certificate,”
implies greater definiteness or assurance
of correctness than the accountant
wishes to or can honestly convey. Some
believe that the term has the advantage
of long usage and, when employed by
the accountant, is generally understood
as referring to their formal statement of
opinion. The title cannot be broader or
more definite than the wording of the
document. It is an aid in titling or mak
ing reference to this form to employ
the single word, “certificate.” The ma
jority, however, seem to be dropping its
use.
It may be of interest to observe that
the exact method of employing the
certificate varies between accountant’s
offices and as to engagements within
the same office. In some cases the cer
tificate appears in a formal condensed
report detached from the audit report.
This formal report usually consists of a
balance-sheet, perhaps a brief state
ment of earnings, and the opinion. In
other cases the certificate is contained
in the detailed report as a part thereof,
either as a part of the text of comments
or as a separate page or exhibit or ap
pended to the balance-sheet.
This concludes consideration of the

use of the standard form and its adapt
ability to the smaller engagements.
Attention now is turned to the wording
of phrases appearing in the standard
form.
Some dislike the phrase, “We have
made an examination of the balancesheet . . . ,” preferring that reference
be made to “records” or “accounts.”
In actual practice in the smaller engage
ment, the balance-sheet and statement
of income and surplus are prepared by
the accountant. In fact his examination
is directed to the records, not the state
ments. In many cases there are no
financial statements except those pre
pared by the accountant at the conclu
sion of his examination. It is recognized
as desirable for the client to take re
sponsibility for the statements as his
own, but it squares more with the facts
in many engagements, and it is there
fore better understood, to state that
the examination was of the records and
accounts. This phase in the standard
form does not fit for the smaller engage
ment. These clients cannot understand
it. Perhaps we should say that “We
have prepared the balance-sheet.” Fur
ther consideration and discussion is
necessary to find the best wording for
these smaller cases.
The phrase, “but we did not make a
detailed audit of the transactions,”
seems unnecessarily blunt. It represents
the negative method of describing the
scope of the audit. Clients generally and
some of the accountants feel that it
detracts from the force of the certificate.
The fact that no detailed audit was
made could be made clear by an affirma
tive statement; in fact, the words
“general review” should leave it plain
that all transactions were not verified in
detail.
One of the most valuable of the new
expressions is the wording, “in accord
ance with accepted principles of ac
counting consistently maintained by
the company during the year under
review.” This brings out a feature which
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every accountant should include in his
audit program and is information of
utmost importance to the security
holder. However, neither accountants
nor clients are clear as to what period is
intended. Is it enough that the account
ing principles used be consistently
followed during the current year, re
gardless of the practice in prior periods?
Certainly the accountant has an obliga
tion to report any essential change of
principles comparing the current year
with prior periods. An oil-production
concern which expensed intangible drill
ing costs in 1936 and capitalized such
expenses during 1937 is surely not en
titled to the standard declaration of
consistency for the year 1937, even
though the practice of capitalizing these
expenses is an accepted principle and
is consistently followed during the
whole of that year. It is believed that
the phrase is intended to include yearto-year consistency (except possibly the

first year audited). If this is the intent,
and if this is the accountant’s responsi
bility, it would be well for the certificate
to clearly so state. Use of accepted
principles and consistency therein is as
essential in small as it is in large enter
prises.
The expression, "fairly presents,” is
a cautious statement, which leaves
something to be desired. The word
“fairly” may receive a wrong connota
tion as read by the layman. It is often
used in expressions of approximation
such as “fairly large.” It may also be
confused with “justly.” Further study
is desirable at this point.
To summarize, the accountant prac
tising in the smaller communities (a)
uses the standard certificate in the
majority of engagements and (b) finds
a nationally recognized form helpful,
(c) He would appreciate some revision
of expression but uses the adopted
wording regardless.
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The Revenue Act of 1938
Chairman: VICTOR H. STEMPF

September 27, 1938

Introduction
by

Victor H.

Council meeting, the report
of the committee on federal
taxation was approved. Copies
of it have been distributed generally for
the first time at this meeting, and Mr.
Carey has informed me that the report
will be printed in The Journal of Ac
countancy for October, 1938. It will be
sent at once to officials in Washington,
including all Senators and Representa
tives. We have the cooperation of the
certified public accountants all over the
country through the Advisory Council
of State Society Presidents, which
convened yesterday. We hope that
many may be persuaded to write to
congressmen directing their attention
to the report, and urging their earnest
consideration and aggressive cham
pionship of the proposals.
The report speaks for itself, and it is
not my purpose to analyze it. The
committee hopes that you will study
the document thoroughly, and that you
will lend your ardent support to the
recommendations. That support has
been evidenced already by the highly
satisfactory response received from the
state societies to the questionnaires
issued in July, a summary of which was
published in The Certified Public Ac
countant of September, 1938. I do want
to take this opportunity of expressing,
on behalf of the committee, its sincere
thanks for the splendid cooperation
shown in that connection. Eight recom
mendations have been stressed in the
report. Although many others have
been included, I should like to read
those eight to you.
at the

1. The creation of a qualified, nonparti
san commission to determine a per
manent policy of federal taxation
will stimulate business.
2. To equalize the tax burden, par
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3.

4.
5.

6.

7.
8.

stempf

ticularly between normally steady
incomes and violently fluctuating
earnings, the general principle of
carrying forward losses should be
restored.
Consolidated returns should be made
mandatory and, as a corollary, the
taxation of intercorporate dividends
should be repealed.
The principle of the undistributedprofits tax should be discarded.
If retained, the capital-stock tax
should provide for annual redeclara
tions, and the excess-profits tax
should exclude capital gains and
losses.
Capital gains and losses should be
segregated, taxed independently at a
flat moderate rate, without distinc
tion between short-term and long
term holdings, and with a carryover
of capital net losses.
The provisions governing the last-in,
first-out inventory method should be
broadened.
The time for filing federal incometax returns should be fixed at the
fifteenth day of the fourth month
following the close of the taxable
year.

Three of these recommendations,
and one other, have been chosen for
special attention at this meeting.

1.
2.
3.
4.

Capital gains and losses.
The undistributed-profits tax.
Consolidated returns.
Section 820, dealing with the litiga
tion of the effect of limitations.

Four gentlemen have been selected to
present these subjects, and at the close
of their remarks the meeting will be
open to the general discussion of these,
and any other topics. Meanwhile, will
you please make memos, as you may
require to refresh your memory, and
reserve them for presentation during
the discussion period.

The Undistributed Profits Tax
BY FREDERICK B. ANDREWS

undistributed-profits-tax pro tional $50,000 in dividends, it still
visions of the revenue act of 1938 would have an additional tax of 2 per
became law without approval by cent on the $16,500 reserved to pay in
the President. It is always pleasing come
to
tax, or $412.50, so that the in
find oneself in agreement with another, come-tax cost of reserving this $50,000
especially with one in high position: for expansion is only $1,250. Of course,
I don’t approve them either, and I $1,250 is $1,250, but is it going to affect
doubt if any one of you does.
the decision of the directors as to
A chemical analysis of the revenue whether or not the $50,000 is needed in
act of 1938 might well conclude with the business? Or is it going to influence
such an item as, “Undistributed-profits a hypothetical sole stockholder, who, if
tax, in principle, a trace.” Yet what a he took the $50,000 as a dividend in
trace it is! In order to discover that in addition to the $33,500, would himself
general the corporate income tax rate have to pay some $18,000 or $20,000
is 16 1/2 per cent plus 2 1/2 per cent of additional income tax on it?
whatever part of the remaining 83 1/2
I shall not try in the short time
per cent is not distributed in dividends, available here to follow the maze of
we have to study definitions of the calculations prescribed by the act for
basic surtax credit, of the dividend computing a corporation’s income tax.
carry-over, and of consent stock, con There may be in the minds of some of
sent distributions, and consent-dividend you a thought that I could do so if I
days; and we also must learn to com should try, and I’m not going to jeop
pute “the amount, if any, by which any ardize so flattering a conjecture. What I
deficit in the accumulated earnings and am going to attempt is an inquiry into
profits, as of the close of the preceding the persistence of the fallacy of measur
taxable year (whether beginning on, ing a corporation’s income tax by its
before, or after January 1, 1938), ex outgo.
ceeds the amount of the credit provided
I say persistence because the undis
in section 26 (c) (relating to net oper tributed-profits tax was no more new
ating losses) for such preceding taxable when written into the revenue act of
year (if beginning after December 31, 1936 than is the way of a man with a
1937).” Impossible to understand? Of maid in each recurring instance when
course not, but if throughout the land an adolescent student of geometry
and excluding the authors there can be begins to make practical observations
found someone to approve it, he must of curves. And I say fallacy, because I
be a manufacturer or purveyor of think that when you burn down the
aspirin.
barn to kill the rats, it generally devel
Now think for a moment. A corpora ops that the rats escape and only the
tion doing an ordinary business has a horses, cows, and chickens are burned;
net income of $100,000. It pays out I mean by this that your real tax
$33,500 in dividends and retains $66,500 avoider will find a way to frustrate so
to pay income tax and for expansion. simple a catch-all as the undistributedIts income tax will be 16 1/2 per cent on profits tax, and only the innocent by
the $100,000 or $16,500, plus 2 1/2 per stander will be hurt.
cent of the $66,500, which is $1,662.50
I wonder how many of you remember
additional; if it had paid out an addi that under the revenue act of 1917
100
he
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there was an undistributed-net-income
tax; the rate was 10 per cent, and it
did not apply if the retained income
were invested in liberty bonds or
employed in the reasonable require
ments of the business, but if a company
were caught cheating about this em
ployment the rate was raised to 15 per
cent.
Even earlier it had been provided
that if any corporation were formed or
availed of to avoid the imposition of
the surtax on its stockholders, then the
stockholders should be taxed in the
same manner as if they had received as
dividends their respective shares of the
income of the corporation. In the reve
nue act of 1918, this provision was
continued, but the corporation itself
was under such circumstances exempted
from income tax; in 1921 the provision
was changed so as to leave the stock
holder untaxed on the income not paid
to him, but to impose a punitive surtax
on the corporation. This punitive sur
tax has been continued ever since and
remains in section 102 of the revenue
act of 1938. The rate has been as high
as 50 per cent of the corporation’s entire
net income, in addition to the regular or
normal tax and regardless of what
proportion of the income was paid out
in dividends.
Few, if any, of us will quarrel with
the principle involved in section 102.
If a corporation is formed or availed of
to avoid the imposition of the surtax on
its stockholders, the circumstances are
probably such that, except for their
income tax, the stockholders are situ
ated economically without the divi
dends just as they would be had the
dividends been paid. If surtax avoid
ance is the major reason for omitting
the dividends, then the corporation
itself has no need for retaining the
funds; economically the funds belong
to the stockholders, who probably also
either are or control the directors, and
who choose to permit the corporation
to hold the funds and invest them in

the same manner and for the same pur
poses as the stockholders themselves
would invest them if they should be
come the legal owners of the funds by
the payment of dividends. No economic
necessity arising from the separateness
of the corporation from its stockholders
enters into this situation, and it is
brought about entirely by the voluntary
choice of the stockholders.
There is a quite different situation,
however, where stockholders set out to
build up an enterprise by plowing its
profits back into the business until it
shall have reached its full stature.
Until this growth is achieved, the
venture remains at risk, and there is no
certainty that the individual stock
holder will ever realize any gain on his
original investment. The corporation
is an artificial person, but it is not an
unreal one; and until it no longer needs
to retain and reinvest its income to
serve its own proper requirements for
growth, its income does not belong to
its stockholders any more economically
than legally. Section 102 and its
predecessors have recognized this, and
taxed only those corporations which
withheld from distribution income which
was not needed in the business and
which, if distributed to those who had
an economic right to it, would have
been subject to heavy income surtaxes.
It has been said that this provision
has been productive of practically no
revenue. I assume that this statement
means simply that few assessments
have been made directly pursuant to
this provision. But “you and I know”
that the provision has been productive
—that it simply has not been credited
with the revenue which it has produced.
That is to say, the provision has func
tioned perfectly in many cases, in that,
because of warnings which tax ad
visers have given their clients against
this punitive tax, corporate profits
which, in the absence of section 102,
would have been permitted to accumu
late beyond corporate needs, for the
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very purpose of avoiding the imposition or not these words were spoken, their
of the surtax on individual stockholders, import was enacted into law in the
have in fact been distributed to such revenue act of 1936. It requires no
stockholders and have been subjected strain on the imagination—for me it
requires only a shift from 1934 to
to the surtax in their hands.
It has also been said that great 1936—to picture a situation where even
difficulty has been experienced by the a reorganization to permit the payment
bureau of Internal Revenue in the en of dividends might be legally impossi
forcement of this provision. Anyone ble, so that the corporate taxpayer
can do an easy job, and certainly the would have no escape from the burden
bureau’s job in this instance is not some surtax which hit its competitors
unreasonably difficult. It has access to not at all. I say a reorganization was
the corporation’s records and to the legally impossible, because in the in
returns of each of its stockholders. It stance to which I refer a recalcitrant
has only to satisfy itself that there has person not connected with the manage
been an unnecessary accumulation of ment held 35 per cent of the voting
surplus, and that the effect of possible, stock and had for years blocked efforts
but withheld, dividends on the returns to reorganize, the state law requiring a
of the individual stockholders would two-thirds vote of stockholders for this
have been the imposition of such a purpose. Under such cirsumstances,
surtax as to give rise to a presumption “Let ’em reorganize” would be about
that its avoidance was a factor in the as intelligent a suggestion as was
directors’ decision to withhold the Marie Antoinette’s “Let ’em eat cake.”
The President’s message of March 5,
dividends. The bureau doesn’t have to
prove anything, it needs only to de 1936, contained the suggestion that all
termine this to its own satisfaction; income and excess-profits taxes against
then, unless the corporation can carry corporations be repealed except with
the full burden of proving the absence respect to income not distributed.
of surtax avoidance as a motive, the Acting on that suggestion, Congress
punitive tax applies. But with all this left all the old taxes in force, but added
advantage given the bureau to enable the surtax on undistributed net income.
it to tax those corporations which are Now, except to curb the evil of surtax
availed of for surtax avoidance, the avoidance, which can certainly be done
plea was entered that it has experienced under section 102, why should the rate
great difficulty. And what happened— of income tax be influenced by what is
was the bureau told to use the imple done with the income after its receipt in
ments already in its hands to strike the case of a corporation, any more
down the wrongdoers? By no means— than it is influenced in the case of an
it was given a new weapon with which individual by the portion of his income
to strike down everybody; in this mod which was not paid out by him during
ern slaughter of the innocents, no the taxable year for wages to domestic
wrongdoer should escape.
servants, house rent, and other items
It has been reported that a prominent constituting taxable income to the
Treasury official, when asked what recipient? I can almost hear the Treas
chance of relief there was for the corpor ury Department say “Perhaps he has
ation which, although not insolvent, something there.”
still was legally unable to pay divi
Of course, Congress has the power to
dends because of impairment of its tax incomes, and it may tax them at
capital, answered merely "Let ’em whatever rate it deems necessary. But
reorganize.” I don’t know how true there is no fairness in taxing debt-ridden
that report may have been, but whether or impoverished corporations unable
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to declare dividends, or solvent corpora
tions which in good faith feel a necessity
for building up adequate, but not
excessive, reserves against future ex
pansion or lean years—to tax such
struggling or immature corporations at
one rate, and to tax at a lower rate such
of their competitors as have already
established themselves with adequate
reserves and are no longer under neces
sity to strengthen themselves further.
Why should a handicap be placed on a
corporation whose stockholders are at
the outset unable to provide capital
for its full ultimate development? Is it
wrong for a corporation to aspire to
greater things than are possible at its
inception? Certainly it must be true of
a great majority of the corporations in
the United States today which are five
or more years old that a material part
of the outstanding capital stock repre
sents the reinvestment of prior years’
earnings. And why should we penalize
the corporation which forsees the lean
years and prudently and in good faith
makes provision to carry on through a
nonprofit period? Is it desirable to force
men off pay rolls of private industry
and onto those of the W.P.A.? So far
as I can learn, no one has explained
why the undistributed-profits tax was
revived. The subcommittee of the
House ways and means committee, in
first proposing its complicated structure
with rates running from nil on distribu
ted income to as high as 42.5 per cent
on undistributed income, did not say
why—perhaps its members thought
it not theirs to question why. The
Senate finance committee, offering as a
substitute the old taxes plus a surtax at
the “moderate rate” of 7 per cent, did
not say why that surtax was desirable—
perhaps its members felt like the young
unmarried mother who protested against
so much fuss over “such a little baby.”
And as for the President’s desire to
curb the “growing evil” of “the
accumulation of surplus in corporations
controlled by taxpayers with large in

comes,” the revival of this form of tax
accomplished nothing. If it has been
advantageous before, it remained so,
for any taxpayer whose business pro
duced a net income of over $100,000 to
conduct that business through a corpo
ration and to reinvest the income in
that business without any dividend
payments. The purpose of section 102
was not helped except with respect to
incomes of less than $100,000. As to
those above that amount, all that was
done was to increase the effective tax
rate from 13 3/4 per cent to something
less than 15 per cent for large and
well established corporations, but to
somewhere between 28 per cent and 32
per cent for young and growing corpora
tions. Small wonder that Mr. Berle
said of this form of tax that it gave
existing large corporations “a perpetual
franchise, not only to stay large, but
to be the only large corporations in
existence.” The 1938 act has cut this
differential to 2 1/2 per cent—a very
little baby, perhaps, but still illegitimate.
Twenty-five years ago, the sixteenth
amendment to the Constitution was
adopted over objections which included
two in particular. One was that the
details of a man’s income were his own
private affair, which he should not be
required to disclose; the other was that
since the income of corporations was
already subject to tax there would be a
second taxing of the same income when
it should be received by individuals in
the form of dividends. These objections
had been answered by solemn assurances
that the information filed in income-tax
returns would be held in inviolable
confidence and that duplicate taxation
would be avoided by exempting divi
dends from tax to an extent equal to
the tax already paid thereon by the
corporation. What has happened? Those
assurances have gone the way of the
promises written into the imperial
Russian bonds. A generation has grown
up which not only knows not Pharaoh,
but which utilizes his assets without
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either sympathizing with or respecting
the promises by which he secured them.
We have the vicious section 55, which
in its original form brought ghoulish
persons to stand in queues in post
offices that they might copy off sucker
lists or perhaps merely gratify a morbid
curiosity, and which even as modified
today is being utilized in at least one
county in Illinois to accomplish the
equivalent of a 10 per cent state income
tax, although no such tax is permitted
by the state constitution. And the
revenue act of 1936, which revived the
undistributed-profits tax, also removed
the last poor shred of protection against
the duplicate taxation just referred to.
Ever since the war there has been an
increasing disparity between the tax
imposed on corporate incomes and the
exemption allowed with respect to the
normal tax on those same incomes when
received as dividends, until with the
1936 act that exemption disappeared
altogether, despite the fact that the
possible corporate tax rate was raised as
high as 32 per cent.
My earliest recollections include the
plaints of the downtrodden and the
promises of a full dinner pail, and I
doubt not that when my ears grow dull
the last strains they may receive from
the symphony of public affairs will in
clude the same theme. Less than anyone
else, would I quarrel with the effort to

fulfill such promises, but I should prefer
for myself and urge on all others a
sandwich in a paper sack rather than a
dinner pail filled with wood-shavings.
If it be said that those who twenty-five
years ago promised us secrecy for our
tax returns and no double taxation on
the same income were themselves guilty
in some directions of bad faith and of
exploitation of the forgotten man, I
should reply in the recent words of
James Hilton that “looking round on
the present-day world of 1938, I can
see that countries where high ideals are
preached but not practised are at least
better off than countries in which low
ideals are both preached and practised.”
Determining net income for incometax purposes is at best a difficult job,
and when it has been done, the same
figure should suffice as the basis for all
taxes based on taxable net income,
without complicating the procedure
further with basic surtax credits, dividends-received credits, or the like.
Whatever rate is found to be appropri
ate and necessary for the corporate tax
should also be used as the normal-tax
rate on individuals, and this rate should
not apply a second time to already
taxed corporate income when received
as dividends by an individual. We should
get back or go forward, whichever way
you would have it, to a basis of simplic
ity and honesty in our income taxation.
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BY WALTER A. COOPER

of the confusion and per
haps some differences of opinion on the subject of capital
gains taxes are undoubtedly due
fact that we do not all stand on common
ground as to the meaning of the term,
“capital gain,” or the purpose of the
tax thereon. I propose, therefore, to
eliminate that problem so far as my
views are concerned; but first may I
suggest that the subject be considered
with a broad view on the basis of sub
stantial realities—not on the basis of as
sumed hypothetical possibilities which,
if they happen at all, do so only on rare
occasions.
uch
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Capital Gain Defined
I use the term, “capital gain,” to
indicate, generally, the gain, measured
in terms of dollars, resulting from the
appreciation in value of assets acquired
for investment and representing the
accumulated capital of the nation put
to productive use. I exclude profits
arising from trading as a business, in
assets which may, to others, represent
true investment assets.
After all, the major capital assets
with which this subject is concerned are
securities and real estate, including im
provements. The dealer or trader in
securities or land realizes, if he profits,
an ordinary business gain, just as much
as the dealer in groceries. I do not use
the term, “trader,” in the limited sense
of what might be considered a stockmarket professional trader, but in the
broader sense of one who has security
transactions for the principal purpose
of gain on sale, even though that be
only one of such person’s several activi
ties. That is a broad definition of the
term, “capital gain,” the full scope of
which cannot be exactly defined in a
few words. It will require care and
study to draft a law defining capital

assets or capital gain; it may take a
series of laws, each developing short
comings to be corrected in the next; but
toultimately
the
it can be done, and it will be
much less complicated than our 1938
revenue act which requires so many
paragraphs and sections to cover capi
tal gains, basis for determining them,
exemptions thereof, and taxes thereon.
Purpose of the Tax Discussed
As to purpose—the revenue bill of
1938, repeating similar language of
prior revenue bills, stated that its
purpose was to “produce revenue,
equalize taxation, and for other pur
poses.” The other purposes were never
specified, though the 1938 act was
heralded as a new tax bill to stimulate
business and recovery. But very little
was said on the subject of how a law
levying taxes, taking money from com
merce and labor, can, at any time,
stimulate business.
Clearly it could be so only in the
sense of the old story about the man
whose sanity was questioned because he
frequently beat himself over the head
with a rubber pipe, explaining that he
did so because it felt so good when he
stopped. So we, through our Congress,
stimulate our activities by lessening the
force of the blows with which we be
labor ourselves. The 1938 revenue act
may be more appropriately described as
one which deters business less.
What has that to do with the capital
gains tax? Simply this—Congress ad
mitted that the capital gains tax of the
recent laws constituted one of the hard
est blows we were giving ourselves on a
most vulnerable spot. So it softened the
blow, but why not stop it entirely?

To justify a capital-gains tax we must
show:
1. That it produces revenue
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2. On the basis of a capacity to share
income with government, and
3. Does not deter business to an extent
that is disproportionate to the rev
enue produced.
Let us analyze the problem and see if
capital gains taxes meet the tests just
described.

As to revenue:
What revenue has the capital-gains
tax produced, and how? We must deal
here with net revenue, that is, gross tax
collected from capital gains, less rev
enue from other taxes lost because of
the effect of capital-gains taxes, less
also the expense of administering that
portion of the law which deals with
capital gains.
When this study was undertaken, it
was expected that accurate data were
available in the Treasury statistics.
Delving into them, however, produced
the first revelation, when it became
apparent that they were decidedly in
complete and misleading to the extent
that their incompleteness was not
clearly noted. For example, the report
of the House subcommittee on internal
revenue taxation dated January 14,
1938, refers to statistics of capital gains
and taxes thereon as though the tables
covering the same dealt with true capi
tal gains. Analysis reveals, however,
that they covered all sales of stocks and
bonds and real estate, many of which
were really trading transactions and
not capital transactions, covered only
sales or exchange, not losses through
worthlessness, casualty, etc., and took
no account of losses on returns report
ing no taxable income, though such net
losses, in some cases, must have been
due to capital-loss deductions.
Hence it became necessary to make
estimates—guesses would be a better
term—based on the available data.
These may not be accurate guesses,
but even so, they will not be very far
from accurate.
At this point, I wish to make it clear

that the comments made, or to be
made, about the incompleteness of
statistics are not to be taken as a re
flection on the Treasury records. We
must remember that the statistical in
formation is punched on tabulating
cards as the returns are received and
can show only what appears on the re
turns. The forms have been compli
cated enough without making them
more so in order to provide statistical
data. Furthermore, the real effect of
capital-gains taxes has been under
particular study only in recent years.
Hence it is natural that the statistics of
returns filed years ago were not com
piled with the present discussions in
view, and it is not now possible to ob
tain all the old returns for further
statistical tabulations.
An attempt has been made to ascer
tain the following:
1. The net amount of capital gains or
losses—or failing that, the net gain
or loss from transactions in all assets
other than merchandizing operations
reported as such and the relation of
same to total net income available
for taxation;
2. The net taxes produced by capital
gains or losses; and
3. The timeliness thereof.
Relationship between capital gains and
net income:
A table has been prepared covering
the available statistics for the years
1917 to 1936, inclusive. (Attached as
Table A.) This shows:
1. That the annual net income reported
for taxation on personal returns, as
available for taxation (without de
duction for net losses on returns
showing a net loss) averaged $18,683.8 millions.
2. That the net gain on the sales or
exchanges of all securities and real
estate and similar assets, reported on
the same returns, including also
capital gains or losses (on over-twoyear assets) on partnership and
fiduciary returns, averaged only
$632.4 millions.
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3. Such average net gain is after de
ducting, for the years 1934, 1935,
and 1936, for net losses only the
percentage of loss recognized under
the applicable laws, and not in ex
cess of $2,000, even though for
net gains the full amount, before
applying the percentages, has been
included. Thus the net gain is over
stated, but even so it averaged only
3.4% of net income available for
taxation.
4. This percentage, it will be observed,
includes not only true capital gains,
but also noncapital gains. For the
entire period these cannot be segre
gated. An attempt has been made in
another tabulation, to be referred to
later, to divide the results, for the
years 1926 to 1933 between capital
and other losses using, as the basis,
the two-year ownership period of the
applicable laws. This estimate indi
cates that for the period covered,
62.5% of the total net gain on all
assets was derived from capital assets
as defined in the applicable laws.
This is not an accurate division, as
some assets held less than two years
really may have been capital assets;
and on the other hand, some assets
held for more than two years may
not have been capital assets. Never
theless, it gives us a reasonable
measure and indicates that if the
ratio for the eight years is representa
tive of the full twenty-year period,
only 2.1% of the average annual net
income available for taxation, or
$395.3 millions per annum, was
derived from net capital gains.
5. Finally, the foregoing still overstates
the result, because no deduction has
been made for capital losses claimed
as bad debts, worthless security
losses, or casualty losses. Those who
prepared returns know how carefully
we sought so to classify deductions
and claim them elsewhere than on
the “Gain or Loss on Securities,
etc.” line on the return, in order to
effect greater tax reductions. Un
doubtedly, substantial amounts of
capital losses were so deducted, but
no statistics of the amounts are
available.

All that can be said in summary,
therefore, is that the annual net capital
gain available for taxation over the last
twenty years averaged something under
$395.3 millions per annum, or under
2.1% of the net income available for
taxation.
These figures, as previously indi
cated, omit from account gains or losses
on returns showing no net income. As a
guide for the future, they should not be
disregarded, as they may, in the future,
fall into returns showing net incomes.
Statistics are available only for the
years 1928 to 1933, inclusive, and show
that the net loss on such transactions
aggregated $5,393.9 millions for the
six years. This aggregate net loss was
slightly over 86.6% of the net gain on
returns showing net incomes for the
same six-year period.
As the available data cover a dis
proportionate number of loss years, it
may not be regarded as representative,
but if we merely reduce the aggregate
twenty-year net gain by these aggregate
losses for six years, we reduce the av
erage annual gain to $362.7 millions or
1.9% of the annual net income. Again,
these are both capital and other gains
and, if the indicated ratio between
these two types of gains for the eight
year period, 1926 to 1933, inclusive, be
applied as representative, our annual
capital net gain averaged only $226.7
millions or 1.2% of the annual net in
come available for taxation.
The lack of adequate statistics has
been fully demonstrated by the manner
in which I have had to obtain the ulti
mate results. I summarize them by
repeating that:
The average annual net capital gain
affecting taxes for the past twenty
years approximated $395.3 millions, or
2.1% of the net income available for
taxation, and, after deducting net losses
on loss returns, averaged something less
than $226.7 millions, or 1.2% of the
annual net income.
Though these conclusions cannot be
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dignified by the term “estimates,”
they are not wild guesses, and demon
strate clearly that on the average we
are considering the taxation of a rela
tively inconsequential portion of the
nation’s realized net income.
Taxes collected on capital gains:
The Treasury has made some esti
mates of the net taxes collected on the
gains from the sale of all assets, regard
less of the period held—thus including
capital and trading profits, starting
with the year 1926. Prior to that year,
no estimates were made. Its estimates
show total tax collections from that
source for the eight years 1926 to 1933,
inclusive, aggregating $1,351.5 millions.
In an attempt to allocate the tax to
capital gains and other gains, using the
two-year holding period as the basis, a
tabulation (Table B) has been pre
pared and here again difficulties were
encountered. The gains and losses on
which tax was computed at the capital
gain rate of 12 1/2% are definitely
known. My troubles arose with respect
to gains and losses which were taxed
at ordinary rates.
In the case of incomes in the higher
brackets, all such gains were presum
ably not capital gains, because other
wise advantage of the 12 1/2% maximum
tax rate would have been claimed. The
amount of $50,000 net income has been
used as the dividing line, and no gain
taxed at ordinary rates in returns
showing over $50,000 net income has
been allocated to capital gain.
The gains in returns reflecting net
incomes of under $50,000 undoubtedly
consist of both capital and ordinary
gains. How much in each class is un
known. However, statistics were ex
tracted from 1934 returns showing
what proportion of the total gains was
realized on assets held one year or less,
one to two years, etc., according to the
statutory classifications. These statis
tics were shown separately for returns in
the under $5,000 net income class,

$5,000 to $25,000 class, and $25,000 to
$50,000 class. It is reasonable to sug
gest that the ratios for 1934 may well be
representative of all years. At any rate,
no better indicator is available.
Hence the unallocated gains of the
years 1926 to 1933, in income returns
showing up to $50,000 net income, have
been allocated on the ratio of the
experience for 1934.
The result shows that capital net
gains, using the two-year holding
period as the dividing line, aggregated
$6,883.0 millions compared with $11,013.4 millions gain on all assets, or
62.5%. This is the percentage referred
to earlier and applied to similar gains
for the twenty-year period.
For the tax estimate, the 12 1/2% rate
has been applied to the gains reported
for taxation at that rate. For the other
gains, an estimated average rate of 10%
has been applied. This is liberal, but for
this discussion I prefer to err, if I must,
on the side of overstating the tax on
capital gains.
On that basis, the taxation of capital
gains produced revenue aggregating
$831.0 millions for the eight years, or
$103.9 millions per annum. Even that is
overstated, because no allowance has
been made for tax reductions due to
capital losses claimed as bad debts,
worthless security losses, etc., which we
know were substantial, nor for that
other factor, the deduction of expenses
or contributions which were allowable
because of the inclusion of capital gains.
It is also to be observed that all the
net tax and more for the period was
collected during the four years 1926 to
1929, when we needed it least, while
tax, otherwise payable, during the last
four years when we most needed it was
reduced because of net capital losses.
These collections—1926 to 1929—
were made during a period when se
curity values rose far beyond the levels
of the past (though, like Jack and Jill,
they came down again). This inflation
is generally held to have been unsound
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and to have contributed to the recent
depression. Certain it is that adminis
trative policies seek to prevent a recur
rence thereof, so, looking to the future,
we cannot expect taxes on capital gains
even to approach those of the past.
I have not considered the statistics
for 1934 and 1935, because they do not
show total net gains or losses and net
losses were limited to $2,000, a limita
tion now abandoned. However, the
Treasury estimates the net tax collec
tions on the sale of all assets averaged
only $46 millions for each year. For
1934 over 50% of these gains was de
rived from assets held less than two
years, 34% held under one year—so
from one-third to one-half of such
$46,000,000 annual tax collections is
considered to have been paid on trading
profits, leaving a relatively small bal
ance for taxes on capital gains, and this
during a two-year period of steadily
rising security prices.
No statistics have been considered
for corporations, because the only data
available are limited to the years 1930
to 1934, inclusive. How accurate it is as
a guide in this study of true capital
gains is unknown, and covering, as
they do, mainly depression years, they
cannot be considered representative.
For what you may think it worth, I
may tell you that they show a net loss
reported each year, including 1934, and
averaged $947 millions per annum.
Do not our statistics clearly show,
then, that the amount of tax involved in
capital gains is of little consequence in
relation to annual income tax collec
tions running from one and one-half to
two and one-half billions a year?

Deductions from gross revenues:
So far, we have considered only gross
collections. Now for the offsets. All I can
do is to mention them—no responsible
estimates can be made. We do know that
the volume of capital transactions is less
ened because of the taxes that would
otherwise become payable. This reduces

transfer-tax collections on stocks, bonds,
and real estate.
Furthermore, there is less business
for those who make it a business to deal
in these things either as principals or
brokers—and for their employees too.
For them, therefore, there is less income
on which to pay ordinary income tax.
Whatever may be the amount of tax
lost thereby, it certainly must be con
sidered as an offset to capital-gains tax
collected, for in the final analysis the
revenue of the Government is increased
only by the net amount.
You will note that no reference is
made to the effect that a general im
provement in business, which may fol
low the elimination of capital-gains
taxes, will have on ordinary incomes
and the tax revenues therefrom. I
consider here only the direct effect of
capital-gains taxes.
A second factor in this consideration
that must not be overlooked is the cost
of administration of the capital-gains
sections of the law, other than the costs
of merely handling the revenue re
ceived. We know these costs include the
expense of auditing the capital transac
tions, Washington review, and of more
importance, the handling of disputed
assessments.
The different treatment accorded
capital gains, the exemption of many of
them under section 112, and the use of
different bases under differing circum
stances, coupled with almost annual
tinkering with the provisions of law
governing them, have resulted in many
disputes between taxpayers and the
Treasury. We who practise in taxation
know how much litigation relates to
capital-gains taxes. As a test, I have had
made an analysis of volumes 25 to 30,
inclusive, of the B.T.A. reports, and
find that the cases therein reported may
be proportioned as follows:
Cases involving wholly or prin
cipally capital gains questions
25%
Cases involving wholly or prin
cipally ordinary income ques-
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tions........................................
Cases involving questions relat
ing to both types of income,
each in substantial propor
tion or in which the data in
the opinion are insufficient to
indicate the relative impor
tance of each......................
Cases involving other taxes
such as estate and gift taxes,
procedural questions, penal
ties, or exempt status of tax
payers .....................................

51%

6%

18%
100%

Have in mind, too, that such Board
of Tax Appeals cases were probably
fought through the various divisions of
the Bureau of Internal Revenue before
they reached the Board, and you will
readily see that the expense to both the
Government and the taxpayer was sub
stantial. While a more comprehensive
study would be needed to determine,
with accuracy, the full costs, it is clear
that the capital-gains taxes account for
a substantial part, possibly 25%, of the
Government’s cost of administering the
income-tax law (exclusive of mere col
lection expenses), plus some substantial
portion of the cost of operating our
courts. Certainly it involves millions of
dollars annually and the revenues from
capital-gains taxes available for Gov
ernment use are lessened thereby.

not capital gains represent a capacity to
pay income taxes, there having been so
little of it reported on tax returns dur
ing the past twenty years. Yet it is a
phase of the study that cannot be
passed over without some comment.
The idea that capital gains represent
a capacity to pay taxes thereon must
presume that the changes in capital
valuations are always an increase. We
know from bitter experience that is not
so, and the history of capital values in
general shows that they are subject to
rise and fall in valuation, appreciation
and depreciation, and that what may
represent a seeming ability to pay today
may be the opposite tomorrow. The
complete statistics for the only period
available support that view when it is
noted that for the years 1928 to 1933,
inclusive, the net result of gains and
losses reported on both income and loss
returns was an aggregate gain of only
$835.3 millions for the six years, and
that is without deduction for net losses
in 1932 and 1933 on securities held less
than two years, which net losses were
not deductible under the statute.
Capital gains are essentially different
from ordinary income. The year-toyear operations of business produce net
income for capital and labor. The
amount may be more or less. Occasion
ally no income is produced for capital
by some businesses, occasionally, losses
may be sustained, but generally the
net result is a substantial gain or net
income from ordinary sources repre
sented by cash, credits or salable inven
tories, and some of the widest fluctua
tions in ordinary income are frequently
due to the fluctuation in dollar value of
that portion of capital represented by
inventories.
It seems to me that fundamentally
we must recognize that income taxes
are levied by the Government to pay
the expenses of Government operation;
they represent a partitioning of the
annual income of the nation to set
aside for the use of Government, and

Capital Appreciation as
Representing A Capacity
to Pay Income Taxes
Dealing with revenue statistics, we
accountants are on familiar ground.
Though we may seem to be venturing
afield in discussing what have been re
ferred to as the economic aspects of the
subject, we are after all dealing not
with an abstract theory of economics,
but more particularly with experience
and facts which in the final analysis
form the basis of economic principles.
In a sense, it is a case of love’s labor
lost to debate the question of whether or
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they ought to be taken only from true
annual economic income.
Let us get away from money for a
moment. The income of a nation is said
to be the sum total of the goods and
services which the labor and capital of
its people produce. We may measure
that in terms of money, but the income
itself is not money—it is produced in
the form of goods and services, wheat,
say, of the farmer, services of the ac
countant, automobiles of the machine
shop.
What if there were no money?
Farmer Jones, for example, owns a
farm and grows wheat. He produces a
thousand bushels, so the Government
takes a share, a hundred bushels if the
rate be ten per cent—the ancient tithe.
Farmer Smith owns a dairy farm. He
decides to change to wheat farming and
Farmer Jones concludes he would
rather milk cows. So they exchange
farms. Is their capacity to pay taxes
increased by such an exchange? Not
one iota, and that is true even though
they each paid $1,000 in money value
for their respective farms and each
farm was worth $10,000 when ex
changed.
Modernize that illustration—when
a person sells stock of an automobile
company and buys stock in a railroad
company, he is merely exchanging a
share in an automobile factory for a
share in a railroad. If there were only
one stockholder in each company, the
transaction would involve exchanging
an automobile plant for a railroad. Is
the capacity of either owner to pay
taxes thereby increased?
Life and business today are more
complex but, basically, exchanges of
capital no more increase one’s capacity
to pay taxes today than in ancient
times before we had money as we now
know it and exchanges were made in
kind, as in my simple illustration.
Such exchanges are voluntary and
immediately thereafter no one is better
off. Each may be in the future if the

new form of capital can be made to
produce more ordinary income, and
that remains true even when we speak
in money terms. If you own 200 shares
of stock worth $20,000, you are no
wealthier when you convert that into a
$20,000 bank deposit. Why should such
a conversion require the payment of
$1,500 (assuming you paid $10,000 for
the stock and thus "realize,” in the
terms of a tax law, a long-term $10,000
capital gain), and a retention of the
stock not require the holder to hand 15
shares over to the Government?
If there exists in such circumstances
any capacity to pay taxes, it lies only in
the possession of capital—not the re
ceipt of income. Therefore, is not the
capital-gains income tax nothing more
than a capital levy—and a particu
larly iniquitous one at that—because it
is not levied either equally or ratably on
all capital, but only on such capital as is
converted into other forms? It repre
sents no “income,” in the true sense,
which provides an annual recurring
capacity to pay taxes. This is particu
larly true when we realize that we deal
only with monetary values which,
financial history has shown, have their
ups and downs without reference to the
changes in the real capital of our people.
If that be so, it cannot be said that
the realization of capital gains provides
a capacity to pay income taxes or that
the taxing thereof represents a parti
tioning of the annual income of the na
tion to provide for current government
revenue needs. It is merely taking a
part of cash capital.
If a levy on capital of living owners is
required (remembering that such a
levy, in substantial amount, is made
when death intervenes), then let it be
done on that basis, applied to all capi
tal, and permit the free movement of
capital thereafter. To deal with it as
income, taxable only to those who regis
ter it under the tax law, limits the free
movement of capital and injects into
our commerce a deterring influence.
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In my opening remarks, I asked you
to consider the subject from a broad
point of view. It is in connection with
this phase of it that that is most neces
sary. Do not conjure up in your mind a
transaction or series of them, which, if
they happen at all, do so most infre
quently, and because a capacity to pay
may exist in such circumstances, as
sume that all capital gains involve a
similar capacity.
Just last week an accountant dis
cussing this question with me made the
remark, “Why, if I made $50,000 in the
market, it certainly would increase my
capacity to pay taxes.” Ah, yes! But
when, or how often, is he or anyone else
going to do that? Furthermore, if it
should be accomplished, it likely will be
the result of trading which, in my view,
is not to be classed as a capital gain
anyway.
Let us view this subject sanely and
be not swayed by a vivid imagina
tion about a hundred ways we might
make profits, but never do. Cut out the
pipe dreams and deal with realities, and
even if some inequalities should from
time to time develop, if some gains
which could and should be taxed escape
paying the toll (which will happen in
any taxing plan which must be defi
nitely stated in legal terms), such pos
sibilities should not be made the basis
for dealing unsoundly and uneconomically with capital appreciation in the
broad sense.
The Effect of Capital Gains Taxes
We accountants who engage in tax
practice are perhaps in the best position
to observe the effect of this tax on busi
ness operations. The tax, being in prac
tice an excise tax on the privilege of
converting capital from one form to

another, becomes payable only through
the voluntary action of the owner of the
capital. He must suffer a reduction in
capital to make the conversion, which
then is desirable only if the reduced
capital, in its new form, will be more
productive.
Think of the many times we have
been called upon, in our professional
capacity, to compute the tax cost of
contemplated transactions. I have yet
to talk to an accountant with an exten
sive tax practice who cannot cite
numerous instances of contemplated
transactions which were abandoned
because of the tax cost. That is not
economic theory—it is a fact to
which we, in our profession, can testify.
The extent to which this has influ
enced business or is responsible for
present unemployment is debatable.
Much has been said on that score, and
in the few minutes accorded me I can
not even attempt to cover it. “Where
there is smoke there is fire” is an old
saying that applies here. Certain it is
that capital is not going into new enter
prise, construction, or improvement in
existing industry. While some of that
is due to unwillingness to risk funds
now in hand, much of it is due to in
ability to convert the ownership of one
form of capital into another. The nor
mal course of business has been upset—
Congress admitted this and, further,
that the tax on capital gains has been
at least partially responsible for it.
As we gain but little, if any, net rev
enue, on what is tantamount to a capi
tal levy, with harmful effect in some
degree, I believe that capital gains
should be excluded from the income-tax
base and that the sooner we do it, the
better it will be for Government, capi
tal, and labor.
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TABLE A

GAINS AND LOSSES REPORTED ON THE SALES OF ASSETS, RE
GARDLESS OF PERIOD OF OWNERSHIP 1917-1936 INCLUSIVE
(All figures represent millions of dollars)
(1)

Total Net
Incomes *
Reported in
Returns Showing
Year
Net Incomes
11,191.2
1917.............................
1918.............................
15,924.6
1919.............................
19,859.5
1920.............................
23,735.6
1921.............................
19,577.2

(2)

(3)

(4)

Reported in Returns
Showing Net Incomes
---------------------------- ‘----------------------------•
Net Gain
Net Gains
Net Losses
or Losses
Reported
Reported
207.5
318.2
110.7
280.3
291.2
571.5
175.7
999.4
1,175.1
659.8
1,020.5
1,680.3
1,369.7
1,832.6
462.9

Subtotal 1917-1921

90,288.1

3,092.2

5,370.2

2,278.0

1922.............................
1923.............................
1924.............................
1925.............................

21,336.2
24,777.5
25,583.9
21,833.3

991.4
1,168.5
1,513.7
2,932.2

1,252.0
1,619.1
897.0
655.1

260.6
450.6
616.7
2,277.1

Subtotal 1922-1925

93,530.9

6,605.8

4,423.2

2,182.6

1926.............................
1927.............................
1928.............................
1929.............................
1930.............................
1931.............................
1932.............................
1933.............................

21,923.9
22,496.9
25,185.3
24,757.7
18,037.7
13,411.5
11,080.5
10,601.4

2,378.5
2,894.6
4,807.9
4,682.6
1,193.1
471.6
162.9
553.2

212.8
276.1
212.8
1,037.7
1,313.7
1,354.3
950.7}
773.0}

2,165.7
2,618.5
4,595.1
3,644.9
120.6
882.7
787.8}
219.8}

Subtotal 1926-1933

147,494.9

17,144.4

6,131.1

11,013.3

Average 1926-1933

18,436.9

2,143.1

766.4

1,376.7

Subtotal 1917-1933

331,313.9

26,842.4

15,924.5

10,917.9

Average 1917-1933

19,489.1

1,578.9

936.7

642.2

1934.............................
1935.............................
1936.............................

12,796.8
14,909.8
14,655.1

312.6
730.7
(X) 1,145.6

(P) 183.8
(P) 145.7
(P) 128.5

128.8
585.0
1,017.1

Grand Totals...........

373,675.6

29,031.3

16,382.5

12,648.8

(5)

(7)

(6)

Reported in Returns
Showing No Net Income
----------------------------- ■------------------Net Gain
Net Gains Net Losses
or Losses
Reported Reported

No data,, years 1917 to 1927, Inci.

144.6
839.0
1,307.1
1,818.7
835.3}
773.9}

91.0
753.7
1,239.0
1,789.1
814.7}
706.4

324.7

5,718.6

5,393.9

54.1

953.1

899.0

53.6
85.3
68.1
29.6
20.6
67.5

(P) 17.7
No data
No data

(P) 27.3

(P)
No data
No data

9.6

Footnotes:
* Total net incomes reported, shown in column 1, are after deducting the amount of capital net losses with respect to
which credit was claimed in returns for 1924 to 1933 inclusive.
Figures for 1932 and 1933 are exclusive of net losses from the sale of "securities” held less than two years.
(P) For the years 1934, 1935, and 1936, figures preceded by (P) are after giving effect to the percentages prescribed in
sec. 117(a) of the revenue acts of 1934 and 1936, and, in the case of losses, after giving effect to the further over-all
$2,000 limitation.
(X) 1936 figures do not include gains reported on returns showing net incomes of less than $5,000.
Sources:
Revenue Revision 1934—Hearings before the committee on ways and means, House of Representatives, December 15
1933-January 11, 1934, page 45.
Statistics of Income—Annual reports for the years 1926 to 1934 and historical summaries in part 1 of the latter report.
Proposed Revision of the Revenue Laws—1938—Report of a subcommittee of the committee on ways and means.
House of Representatives, 75th Congress, transmitted to the committee January 14, 1938 (appendix B).
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TABLE B

Statistics

and

CAPITAL GAINS AND
Estimates of Gain or Loss on All Sales Reported on Individual Re
(Figures represent
1926

1927

1928

Estimated
Capital
Total
Gains
Gains
and Losses and Losses

Estimated
Total
Capital
Gains
Gains
and Losses and Losses

Estimated
Capital
Total
Gains
Gains
and Losses and Losses

1. Net capital gains reported for tax as such at 12 1/2% rate, in individua
returns showing net income........................................................................
2. Net capital losses for which credit was claimed as such at 12 1/2%, in
individual returns showing net income.....................................................

1,879.8

912.9

912.9

1,081.2

1,081.2

1,879.8

34.6

34.6

48.2

48.2

41.0

41.0

878.3

878.3

1,033.0

1,033.0

1,838.8

1,838.8

241.3

109.3

301.5

136.6

227.6

103.1

673.7

270.2

725.6

291.0

1,075.4

431.2

387.9

187.4

506.2

244.5

547.4

264.4

162.7

0

280.l

0

1,077.7

0

1,465.6

566.9

1,813.4

672.1

2,928.1

798.7

55.8

25.3

91.4

41.4

41.8

18.9

122.4

61.7

136.5

68.8

129.9

65.5

178.2

87.0

3. Net capital gains taxed as such (item 1 minus item 2).........................

4. Net gains (capital and ordinary) reported for tax as ordinary income
and portion thereof allocated to capital gains:
45.3% of net gains shown in returns showing $.01 to $5,000 net
--------- income.......................................................................................
40.1% of net gains shown in returns showing $5,000 to $25,000 net
--------- income.......................................................................................
48.3% of net gains shown in returns showing $25,000 to $50,000 net
--------- income......................................................................................
0% of net gains shown in returns showing over $50,000 net in--------- come..........................................................................................

5. Net losses (capital and ordinary) taken as deductions and portion
thereof allocated to represent capital losses:
45.3% of net losses in returns showing net income $.01 to $5,000.
40.1% of net losses in returns showing net income $5,000 to $25,000
48.3% of net losses in returns showing net income $25,000 to $50,000
0% of net losses in returns showing net income over $50,000

227.9

110.2

171.7

344

6. Net gains or losses affecting tax liabilities, at ordinary tax rates com
1,287.4
479.9
puted as above (item 4 minus item 5).................................................

1,585.5

561.9

2,756.4

714.3

7. Total net gains or losses and total net capital gains or losses affecting
income-tax liabilities (item 3 plus item 6)...............................................

2,618.5

1,594.9

4,595.2

2,553.1

8. Net gains (capital and ordinary) reported in returns (form 1040) show
ing no net income (no basis available for allocation)........................
9. Net losses (capital and ordinary) reported in returns showing no net
income (assumed to be all capital losses in 1932 and 1933—no basis for
allocating losses 1926-31, inch, available)................................................

10. Net gain or loss—on all assets, whether or not affecting tax liabilities
(item 7 plus item 8—minus item 9)..........................................................

2,165.7

1,358.2

No data

No data

53.6

No data

No data

144.6

2,165.7§

2,618.5§

11. Estimated tax increases or decreases due to taxation of capital gains:
(a) 12 1/2% of item 3...................................................................................
(b) 10% of item 6...................................................................................

4,504.2
129.1
56.2

229.9
71.4

185.3
157.8
Total of above......................................................................................

301.3

12. Treasury’s estimate of tax effect of inclusion of gain or loss on sales of
assets regardless of period of ownership...................................................
Footnotes:
* Revised statistics.
Returns reporting net income $25,000-$100,000.
Returns reporting net income over $100,000.
§ Data for 1926 and 1927 are incomplete with respect to returns showing no net income.
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TABLE B

LOSSES —1926-1933
'urns and Capital Gains and Losses Only of Reported on Partnerships and Trusts
millions

of dollars)

1929

1930

1931

Estimated
Total
Capital
Gains
Gains
and Losses and Losses

Estimated
Total
Capital
Gains
Gains
and Losses and Losses

Estimated
Total
Capital
Gains
Gains
and Losses and Losses

Totals
1926 to 1933

1933

1932

Estimated
Estimated
Estimated
Capital
Total
Capital
Total
Total
Capital
Gains
Gains
Gains
Gains
Gains
Gains
and Losses and Losses and Losses and Losses and Losses and Losses

2,346.7

2,346.7

556.4

556.4

169.9

169.9

50.1

50.1

133.6

133.6

7,130.6

43.0

43.0

80.9

80.9

193.5

193.5

575.3

575.3

407.2

407.2

1,423.7

1423.7

2,303.7

2,303.7

475.5

475.5

23.6

£3.6

525.3

525.3

273.6

273.6

5,706.9

5,706.9

*
291.8

132.2

109.1

49.4

105.1

47.6

41.2

18.7

110.9

50.2

1,428.5

647.1

50.1

20.1

166.4

66.7

4,089.7

1,640.0
1,028.5

7,130.6

944.6

378.8

326.8

131.0

127.1

51.0

460.7

222.5

116.7

56.4

39.4

19.0

11.0

5.3

60.1

29.0

2,129.4

0

84.1

0

30.1

0

10.5

0

82.2

0

2,366.2

44.1

419.6

145.9

10,013.8

3,315.6

638.8

0

2,335.9

733.5

636.7

236.8

301.7

117.6

112.8

362.0
*
355.5
87.9
289.3

164.0
103.5
42.5
0

285.7
486.0
154.2
306.9

129.4
194.9
74.5
0

347.3
498.5
108.7
206.3

156.4
200.0
52.5
0 ,

200.8

200.8

212.8

212.8

1,597.6

949.0

174.6

174.6

153.0

153.0

3,109.7

1,190.5

994.7

309.0

1,232.8

398.8

1,160.8

408.9

375.4

375.4

365.8

365.8

4,707.3

3,139.5

1,341.2

424.5

596.1

163.0

859.1

291.3

262.6

331.3

53.8

219.9

5,306.5

1,176.1

3,644.9

2,728.2

130.6

313.5

883.7

314.9

787.8

856.5

£19.8

493.5

11,013.4

6,883.0

85.3

68.1

29.6

20.6

839.0

1,307.1

1,818.7

835.3

2,891.2
—— — — _

1,359.6

2,671.8

1,603.5

324.7

67.5

835.3

773.9

773.9

926.2

5,718.6
5,619.5$

288.0
42.5

59.4
16.2

3.0
29.1

65.7
33.1

34.2
22.0

713.3
117.7

330.5

43.2

32.1

98.8

56.2

831.0

421.0

15.2

89.0

79.9

16.2

1,351.5

ources:

Statistics of Income—Annual Reports for the years 1926 to 1933 and historical summaries in part 1 of the report for 1934.
Proposed Revision of the Revenue Laws—1938—Report of a subcommittee of the committee on ways and means, House of Representatives, 75th Con
gress, transmitted to the committee January 14,1938 (appendix B).
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Section 820 of the Revenue Act of 1938
By J.

S. seidman

820 wages war against in
consistencies. Its artillery is
turned on the taxpayer and Gov
ernment alike. The taxpayer is fired
to prevent him from getting double de
ductions. The Government is assaulted
where heretofore it may have been able
to get by with taxing the same item
twice.
The underlying philosophy is simple:
Just as in international affairs, it is
believed that if you take the profit out
of war, you may end war, so it is be
lieved that if you take the profit out of
inconsistencies in income taxes, you
may end inconsistencies. Hence, this
provision.
The section is ponderously titled
“The Mitigation of the Effect of Limi
tations and Other Provisions in Income
Taxes,” but I think we can come to
better grips with the workings if we
look upon it merely as an excise tax on
the right to be inconsistent. Restitution
for our inconsistencies measures the
amount of the excise.
What do we mean by being incon
sistent? Carrying out the war analogy,
perhaps a good illustration, if I may
digress from income taxes, is the story
of the two fellows who were in the front
line trenches, and were about to go over
the top. One fellow was very nervous.
The other was calm. The calm one had
it all figured out. He knew he could go
over and come back safely. He had a
foolproof system. Since bullets travel in
a straight line, all he had to do was zig
zag between the enemy bullets, and the
bullets would never touch him. They
went over the top, and in twenty
minutes they both got back to their
trenches, but the ingenious devisor of a
means of coming through a war without
being touched had been thoroughly
torn by shrapnel. His buddy asked,
ection

S

“What happened with that system of
yours of zigzagging between the bul
lets?” “There is nothing wrong with
the system,” he replied, “the trouble is
on
that I zigged when I should have
zagged, and zagged when I should have
zigged.”
And so with income taxes, if the tax
payer or the Government zags when it
should zig, there is an inconsistency,
and section 820 calls upon the zigzagger to make restitution.
The opportunity for zigzagging in in
come taxes is legion. As you know, the
argument is not always whether an
item is taxable. Very frequently our
controversy has to do with the question
of when it is taxable or to whom it is
taxable. The “when” and “to whom”
questions make fertile territory for in
consistencies. Attributing income or
deduction to another taxpayer or a
different year is a popular pastime in
battling refunds or additional assess
ments.
Let’s go into this a bit deeper. Insofar
as the “when” aspect is concerned,
section 820 attempts to straighten out
the inclusion in income or the exclusion
from income of the same item in two
different years. It also deals with the
allowance of the same deduction or
credit in more than one year. The sec
tion operates, too, when there is a shift
of position on the “basis” of an asset as
between the year the asset is acquired,
and the year it is sold. Finally, it deals
with certain special situations that
permit time inconsistencies between an
estate or trust and its beneficiaries.
As to “who” is taxable, section 820
says that if the wrong taxpayer is mak
ing a claim or if the Government is after
the wrong taxpayer, then the matter
can be straightened out by taxing the
right taxpayer if that right taxpayer is
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the husband or wife of the taxpayer, or
a partner of the taxpayer, or involved
in the relationship with the taxpayer,
of fiduciary, beneficiary, grantor, de
scendant, etc.
Now, how far must a proceeding go
for an inconsistency to be established?
Obviously, merely making an incon
sistent contention means nothing, if
there is nothing to the contention, or it
is ignored by the other fellow. The law
says an inconsistency is sealed when the
conflicting items are manifested either
by a closing agreement, or by the final
disposition of a refund claim, or by the
final decision of the Board of Tax
Appeals or the courts.
For an inconsistency to come under
section 820, it must be of a special
breed. It must be such a sort that the
one taking the inconsistent position
loses out when restitution is made in the
right year or with the right taxpayer.
If the Government is to be inconsistent
in one year or with one taxpayer, then
the adjustment must result in a refund
for the right year or right taxpayer. On
the other hand, if in a particular year
the taxpayer prevails with an incon
sistent position, then correction of the
inconsistency in the right year or against
the right taxpayer must result in addi
tional tax for the Government. In other
words, the Government can’t volunteer
an inconsistency in one year to get an
additional tax in another, and the tax
payer can’t volunteer an inconsistency
in one year to get a refund in the other
year. At least neither of those things
would come under section 820.
Furthermore, the inconsistency must
be established at a time when it would
otherwise be impossible to go back and
straighten out the other year, by reason
of the expiration of the statute of limi
tations on assessments or refunds. In
other words, if there is still time to
correct the inconsistency or go after the
right taxpayer, section 820 is not
needed and can’t be availed of.
Let’s suppose that we have the type

of inconsistency that comes under sec
tion 820, and that we have all other
surrounding factors that qualify for an
adjustment. How is the adjustment
made? It works in this way: We open
up the year in which the initial error
was made, but we open it up for only
one purpose, and that is to straighten
out merely the item of inconsistency.
It makes no difference whatsoever that
in the year now being reopened there
may be other items obviously wrong,
whether for or against the taxpayer.
The only adjustment that can be made
is the correction of the inconsistency.
What’s more, there is a limited time
for this reopening. It must be done
within one year from the time of the
establishment of the inconsistency
through the closing agreement, board
or court decision, etc. In that one year
either the Government may move for
ward with a deficiency letter, or the
taxpayer can file a refund claim. Failing
that, the inconsistency becomes irre
trievable in perpetuity.
There are a few special phases re
garding section 820 that should be
called to attention. In the first place, it
affects only determinations made sub
sequent to August 27th of this year.
Secondly, you can’t reopen a year that
has been closed by compromise, no
matter how much that year reeks with
inconsistency. Finally, the law declares
that you cannot go back further than
1932 in the reopening. I believe this is
the first and only declaration ever made
that anything that existed prior to 1932
shall stand inviolate and that only the
sins since the New Deal must be purged.
Enough of a background has now
perhaps been provided to permit of a
critical analysis of the section. Let me
again revert to the war analogy. I
think I am still within bounds when I
say we have found that a war to end
wars may become the mechanism for
setting off brand new wars. So also, I
think we will find that the war to end
inconsistencies will become the mecha
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nism for starting brand new inconsist counterpart, double disallowance of a
deduction. But that is not in the law.
encies.
Let’s examine the type of incon Perhaps one of the most diabolical and
sistency that results from the double flagrant types of inconsistency is the
exclusion of income. The typical case is footballing, either by the Government or
where a taxpayer on a cash basis reports the taxpayer, of the deduction for bad
an item of income, let us say, in 1936. debts or worthless securities. You know,
As a matter of fact, he has received it it’s always the other year. Section 820
in 1935, so that it is taxable only in permits that fiendish situation to stew
1935. Upon a final determination, hold in its own juice, uncorrected.
An explanation I heard informally
ing that it is not taxable in 1936, correc
tion can be made by the Government for offered for this is the fact that when a
the year 1935, when it should have been disallowance is made, the year of deduct
taxed. However, suppose he hadn’t re ibility, if any, is not then ordinarily
ported the item in 1936. In other words, determined. This is invalid as a satis
suppose he never reports it. Then the factory explanation. The correct year
way section 820 works out, the Govern could or should be determined in the
ment can never reopen 1935, once the same way as in the double exclusion of
statute of limitations has run, and income, when at the time of determin
assuming there is no fraud, of course. It ing the exclusion from the wrong year,
results this way because the double ex it is also determined which is the right
clusion rule says that adjustments can year for the item. As things now stand,
be made only when a tax has at some perhaps the only out is to take ad
time been paid with regard to the item. vantage of the new and expanded possi
So we are in the happy position of bilities of closing agreements whereby in
having to tell taxpayers that if they signing up for one year, you may at the
don’t report an item ever, assuming same time provide for the time of the
that they muffed the ball in the original deduction of a particular item disal
year, then they are scot-free, at least lowed in that year. Of course, I say that
for the purposes of section 820. But if you may provide it. It takes two to
they do report it, although in the wrong make a bargain, and I think the govern
year, and then try to get it eliminated ment has been rather loath to enter
because it is the wrong year, the Govern into closing agreements unless it saw
ment can reopen the return for the year some advantage in doing so.
it should have been reported to begin
Now let’s tackle the most compli
with, and collect an additional tax for cated inconsistency. That is the one
that year. Therefore, I say we get a dealing with the zigzagging of the
brand new inconsistency, or certainly a basis, as between the position taken
perverted sense of justice when a tax when the property is acquired and that
payer comes off better by perpetuating taken when the property is sold. It will
his error, and never reporting an item, come up in this way: Suppose in the
as against reporting it sometime, even year of sale, it is determined that at the
if in a wrong year.
time the property was acquired, the
There is yet a worse inconsistency transaction was such that no gain or
flowing from section 820. I refer to the loss should have been recognized. Sup
type of inconsistency not covered in the pose, however, in the return for that
law. Let me review the categories again: year, gain or loss was recognized. That
There is double inclusion in income and makes an inconsistency, and section 820
double exclusion from income. There is can come to the rescue. It applies, too,
double allowance of a deduction, and not only where there was originally an
you would therefore expect its natural erroneous recognition of gain or loss,
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but also where there was an erroneous
nonrecognition of gain or loss, or an
erroneous exclusion from income.
Frequently, the seller of the property
is not the one who participated in the
original transaction erroneously han
dled. The seller may have, instead, been
one who got the property from the
original acquiror under circumstances
whereby the seller continues the basis
of the original acquiror. Where that is
the case, section 820 permits the reop
ening of the return of the original
acquiror when the inconsistency de
velops in the return of the seller.
I realize this is very complicated, and
so perhaps we can best straighten it out
by some illustrations. Let’s suppose that
in 1934 a stockholder transfers X Com
pany stock, costing him $5,000, to a
corporation in exchange for its stock of
a value of $10,000, and the stockholder
reports no gain or loss on that transac
tion. Now, in 1935 the corporation dis
poses of X Company stock and takes
the position that its base is $10,000, the
value of its own stock issued for it. Let
us assume that it is sustained in that
position, and the stockholder was in
error in treating the exchange as nontaxable in the previous year. No
adjustment can be made either against
the corporation, or against the stock
holder under section 820. It can’t be
made against the corporation because
there is no inconsistency as to it. The
corporation, when it acquired the prop
erty, could have had no tax under any
circumstances. It was buying something
and therefore there was no erroneous
exclusion from its income, and there
was no erroneous nonrecognition of gain
or loss to it.
The individual stockholder can’t be
called upon to make any payment be
cause in the first place he is not the tax
payer who is selling the property in the
current year. The corporation is the
current seller. To get after anyone other
than the seller, that somebody else must

be the transferee in the original transac
tion. The stockholder was the trans
feror, not the transferee.
Let’s go further with that same illus
tration. We said that the stockholder
reported no gain or loss in 1934 when he
exchanged X Company stock costing
$5,000 for stock valued at $10,000.
Suppose that in 1938 he sells that stock.
He now takes the position that there
was a taxable transaction on the orig
inal exchange and that the basis for the
new stock is $10,000. We assume that
his present position is correct. This is
the type of inconsistency that section
820 does take hold of and adjust. The
stockholder’s return for 1934 would be
opened for the purpose.
Now let us take still another tack.
Suppose that the stockholder, instead
of selling all his holdings in 1938, sold
half in 1937 and half in 1938. In his
1938 return, he takes the position, for
the first time, that the 1934 exchange
was taxable. On that basis, let us
suppose that his profit in 1938 is $1,000
instead of $3,500. Now, he is going to
win on that contention, at least we
assume it. But look what happens when
he wins. The Government can now open
his 1934 return and tax the entire
$5,000 profit on all the stock exchanged
in that year. And so, in order to save
$2,500 income in 1938, we opened the
door to an additional assessment back
in 1934 on the basis of increased income
of $10,000. You see how careful we
must hereafter be in making conten
tions that may involve inconsistencies.
The monetary effects must be carefully
weighed in the balance.
I am deliberately passing over many
vital phases connected with section 820
—the legality of the provision, its desir
ability if legal, and others. But I think
we may have already explored it suffi
ciently to justify winding up with the
jingle that who e’er hopes for a perfect
tax to see, hopes for what ne’er was,
ne’er is, and ne’er shall be.
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Restoration of Mandatory Filing of Consolidated
Federal Income Tax Returns and the Repeal
of the Tax on Intercorporate Dividends
BY CLARENCE L. TURNER

committee on federal taxation income tax in effect were such that
of the Institute, in its report sub the inequalities in the determination of
mitted to council in the early part taxable net income were not regarded
as being particularly oppressive by
of September, 1938, Proposed Changes
in the Federal Revenue Law, recom affiliated corporations. However, the
mended that the revenue laws be so enactment of the 1917 act (October 3,
amended to make it mandatory for 1917) and the relatively high rates
affiliated groups to file consolidated incorporated therein with respect to
income-tax returns. It likewise recom excess-profits taxes brought out very
mended the repeal of the provision emphatically the glaring misconcep
tions and inequities as to the taxing of
taxing intercorporate dividends.
The American Institute of Account net income of affiliated groups upon the
ants has consistently advocated that basis of individual returns. A direct
United States corporate taxes be based consequence of this situation was the
upon consolidated returns, even prior initiation of consolidated returns under
to the issuance of the 1917 regulations. regulations promulgated by the Com
The following is quoted from a brief missioner of Internal Revenue (articles
filed by the Institute at the time the 77 and 78 of regulations 41) augment
1917 act (October 3, 1917) was in ing the 1917 act.
These regulations were promulgated
process of enactment:
without specific statutory authority.
"If the rule which we advocate (con
solidated returns) be adopted, the tax This method of bringing about a radical
will be based on the real facts and change in basic tax procedure cast some
determined by the relation between true doubt upon the validity of the said
income and the true investment of the regulations, although the doctrine of
group of companies as a whole; and the consolidation was applied with reference
latter course (consolidated returns) to the 1916 act (September 8, 1916) in
would impose no additional burden on Capewell Horse Nail Co. v. Walsh, 1 F
anyone, since it is a course followed for (2d) 815 (1924) aff’d 4 F (2d) 991
all practical purposes by the corpora (CCA 2nd, 1925),1 on the theory that
tions themselves and recognized by the subsidiary was an integral part of
bankers, economists, and accountants as
the only course which reveals the true the parent corporation and had no real
independent corporate existence or
situation.”
management.
Historical Developments
In view of the doubt as to the validity
The use of consolidated returns as a of articles 77 and 78 of regulations 41, it
medium for determining net income was deemed expedient by Congress to
subject to taxation in cases of controlled assert retroactively the validity thereof
or affiliated corporations became neces when writing the revenue act of 1921.
sary to overcome artificialities inherent Consequently, section 1331 wasincorpoin the separate-return method when
computing net taxable income. Prior to
1 Paul & Mertens, Law of Federal Income
1917, the comparatively low rates of Taxation, vol. 4, p. 420.
he

T
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rated therein, which provides that title
II of the revenue act of 1917 should be
considered to impose the taxes therein
mentioned upon the basis of consoli
dated returns of net income and in
vested capital in the case of domestic
corporations and partnerships that
were affiliated during the calendar year
1917, which proviso has been held by
the courts to be constitutional. The
principle of consolidated returns had
previously been recognized in connec
tion with determining profits taxes in
Great Britain. The English finance act
of 1915 recognized consolidated assess
ments for affiliated companies. The idea
of the British provision for consolidated
returns was more one of relief, since
without it losses or diminished profits
of one of a group of concerns might not
be available for the reduction of the
liability of the entire group.2 Even
prior to this time, consolidated income
accounts and balance-sheets were rec
ognized as standard accounting practice.
As previously stated, the regulations
issued under the 1917 act (regulations
41) confined the application of the
principles of consolidated income to
excess-profits-tax returns, and also per
mitted the filing of consolidated returns
for affiliated partnerships. Consolidated
returns were required, not only when
substantially all the stock of one or
more corporations was owned directly
or controlled through closely affiliated
interests or nominees by one of such
corporations, but also in cases where
substantially all the stock of two or
more corporations engaged in the same
or closely related businesses was owned
by the same interests, or when one of
such corporations bought from or sold
to another products or services at prices
above or below the current market,
thus effecting an artificial distribution
of profits, or where one corporation so
arranged its financial relationship with
another as to assign to it a dispropor
2 Haig, British Excess Profits Tax, 1921, p. 40.

tionate share of net income or invested
capital. Subsidiary corporations, organ
ized for the purpose of taking over cer
tain branch activities of another corpo
ration, being owned or controlled by
nominees, were determined to form an
integral part of the business unit or
group subject to the excess-profits tax.
An amendment to regulations 41 was
contained in T.D. 2662 dated March 6,
1918, and defined the words, “all or
substantially all of the stock” as used
in Article 77, as meaning the ownership
of 95% or more of such stock by the
same taxpayer during the taxable year.
The limiting of the filing of consoli
dated returns to the excess-profits tax
and the filing of individual or separate
returns by corporations for income-tax
purposes, created some confusion. The
initial experience, however, with con
solidated excess-profits tax returns for
the year 1917 was of course quite il
luminating and by the time the 1918 act
was ready for passage, many of the
difficulties had been encountered and
the possibilities of evasion of tax
through the use of separate corporate
entities were clearly apparent to Con
gress. It was convinced that consoli
dated returns were the only means of
getting the proper picture of a group of
corporations constituting an economic
unit or a group of corporations owned
and/or controlled by the same interests.
When the Senate was considering the
inclusion in the 1918 act of a mandatory
provision requiring the filing of consoli
dated returns, there was said the
following:

“ So far as its immediate effect is con
cerned, consolidation increases the tax
in some cases and reduces it in other
cases, but its general and permanent
effect is to prevent evasion which cannot
be successfully blocked in any other
way. . . . Moreover, a law which con
tains no requirement for consolidation
puts an almost irresistible premium on a
segregation or a separate incorporation
of activities which would normally be
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carried on as branches of one concern.
Increasing evidence has come to life
demonstrating that the possibilities of
evading taxation in this and allied
ways are becoming familiar to the tax
payers of the country. While the com
mittee is convinced that the consoli
dated return tends to conserve, not to
reduce, the revenue, the committee
recommends its adoption not primarily
because it operates to prevent evasion of
taxes or because of its effect upon the
revenue, but because the principle of
taxing as a business unit what in reality
is a business unit is sound and equitable
and convenient both to the taxpayer
and to the Government.” 3

Congress placed in the revenue act of
1918 the first provision with regard to
consolidated returns, and it applied
equally to income as well as excess
profits taxes. The provision of the 1918
act differed from regulations 41 in that
the primary determination of affiliation
was placed entirely on stock ownership
or control, irrespective of whether or
not businesses conducted by the affili
ated corporations were related or were
similar.
The corporate entity was disregarded
under this concept of consolidation to
the extent that the taxable net income
attributable to the affiliated group was
treated as emanating from a single
source or economic unit, and included
the elimination of intercompany deal
ings to the end that artificial and un
warranted increases or decreases in net
income or invested capital, arising as a
result of manipulation of transactions
and accounting practices between cor
porations, operating under common
ownership or control, might be circum
vented. In the language of the Supreme
Court, the purpose of Congress requir
ing the filing of consolidated returns was
“to secure substantial equality among
stockholders who ultimately bear the
burden of taxation and to prevent
evasion through the manipulation of
3 Senate Report No. 617, 65th Cong., 3rd
Sess., p. 9.

intercompany transactions.”4 There
fore, the effect of validation of the pro
visions relating to consolidated returns
was to wipe out the artificial legal bar
rier of separate corporate entity and to
tax the business as a unit, irrespective
of the form the corporate structure as
sumed, and in this manner reach the
real taxpayers, as expressed by regula
tion as follows:

“Consolidated returns are based upon
the principle of levying the tax accord
ing to the true net income of a single
enterprise, even though the business is
operated through more than one corpo
ration. Where one corporation owns the
capital stock of another corporation or
other corporations, or where the stock of
two or more corporations is owned by
the same interests, a situation results
which is closely analogous to that of a
business maintaining one or more
branch establishments. In the latter
case, because of the direct ownership of
the property, the net income of the
branch forms a part of the net income
of the entire organization.” 5
The provisions of the 1918 act relat
ing to consolidated returns were manda
tory in that they required consolidation
and did not afford the taxpayer an op
tion in the matter. This was changed,
however, by incorporation in the 1921
act of an option to the taxpayer with
respect to the filing of separate or con
solidated returns for any year beginning
after January 1, 1922. It was the feeling
that the mandatory application of the
consolidated-return requirement pre
vented evasion under the high excess
profits taxes prevalent prior to 1922 and
that, upon the repeal of the latter taxes,
it was no longer necessary to make
requisite the filing of consolidated re
turns. However, the belief persisted in
legislative circles that cases would arise
in which it would be unreasonable to
require the disintegration of a business
4 Atlantic City Electric Co. v. Commissioner,
288 U. S. 152, 77 L Ed. 667, 53 S. Ct. 383, 1933.
5 Regulations 69, 65, 62, article 631. See also
regulation 45, article 631.
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unit for tax purposes, and for this reason provision penalizing taxpayers included
the consolidated-return features of the in an affiliated group for the years 1932
1921 act were made permissive. The and 1933 by the imposition of a tax
privilege of exercising an option to file thereon which was 3/4 of 1 per cent in
consolidated returns has continued to excess of the regular corporate rates.
be a provision in all subsequent acts.
The national industrial recovery act
The 1924 act followed closely the further extended the idea of penalizing
1921 act with respect to requirements as affiliated groups and increased the
to consolidated returns, although it differential to 1 per cent, making the
materially changed and further re effective rate 14 1/4 per cent in cases
stricted the definition of affiliated where consolidated returns were filed.
corporations by confining a class “A”
The successive refinements set forth
consolidation to only those cases in in laws enacted subsequent to 1917
which “one corporation owns at least gradually tightened the affiliation re
95 per centum of the voting stock of quirements until a point was reached
the other or others.” There was elimi where true ownership of at least 95 per
nated by this change any affiliated cent of the voting stock was required in
corporations that had previously been order to qualify for consolidation, and
included on the basis of stock con finally, with the enactment of the 1934
trolled through closely affiliated inter act, the privilege was denied corpora
ests or by a nominee or nominees and tions generally to file returns on the
ownership of stock to qualify to meet basis of consolidated net income.
the 95 per cent for both class “A” and
The 1934 act confined the privilege to
class “B” consolidation was limited to railroad operating and holding corpora
voting stock. In cases in which the tions. The 1936 act broadened the
option to file separate or consolidated definition of “railroad” to include a
returns was exercised, it has been street, suburban or interurban electric
deemed that the taxpayer was bound by railway and the 1938 act further broad
the election so made for that year as ened the definition to include a street or
well as subsequent taxable years until suburban trackless-trolley system of
permission was granted by the Com transportation, or a street or suburban
missioner to change. However, a new bus system of transportation operated
election was afforded by the enactment as a part of a street or suburban electric
of each new act.
railway or trackless-trolley system.
The 1926 act made no further change Thus, by progressive steps the effective
in the definition of what constituted use of the consolidated-income princi
affiliated corporations, but the 1928 act ple was gradually restricted to railroad
further limited the definition effective and similar companies and finally
for 1929 and subsequent years and eliminated as to other corporations.
eliminated class “ B ” consolidations en
The arbitrary elimination of the
tirely. It provided that, in order to general use of consolidated returns in
qualify for a class “A” consolidation, reporting the taxable net income of
at least 95 per cent of the voting stock affiliated corporations was undoubtedly
of each of the corporations was to be a punitive measure arising out of the
owned directly by one or more of the mistaken idea that additional revenue
other corporations, provided the com could be collected by the Government.
mon parent corporation owned directly The premise for this thought was that,
at least 95 per cent of the voting stock by filing separate returns, corporations,
of at least one of the other corporations. members of an affiliated group which in
A further refinement was introduced dividually had net income, would not
in the 1932 act, i.e., the enactment of a be permitted to offset such net income
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by losses of other corporations in the
group in computing federal income
taxes as would be the case if a con
solidated return was permitted.
In connection with the elimination
from the revenue acts of the privilege
previously granted to corporations gen
erally to file consolidated returns, it
might be well to refer to the recommen
dation of the subcommittee of the
House ways and means committee in
its report on the revenue act of 1934
which, with regard to the withdrawal
of the permission to file consolidated
returns, said:

transactions, and profits on a product of
the consolidated group, passing through
the hands of the different members of
the group, are not taxed until the
product is disposed of to persons outside
the group.
“In the past, when any corporation
could carry forward a net loss from one
year to another, the consolidated group
did not have such a great advantage
over the separate corporation. Now
that this net-loss carry-over has been
denied, the advantage of the consoli
dated return is much greater on a com
parative basis.”

Inequities Inherent in
“Section 141 of existing laws per
Existing Legislation
mits corporations, which are affiliated
A
complete
analysis and discussion of
through 95 per cent stock ownership, to
the various elements involved in con
file consolidated returns.
“Your subcommittee recommends solidation from a tax viewpoint would
not be possible within the time allotted
that this permission be withdrawn.
“The subject of consolidated returns and, for this reason, I will endeavor to
has long been in controversy. The confine my remarks regarding the in
revenue bill of 1918, as passed by the equities inherent in existing legislation
House, prohibited the consolidated to the more important aspects of the
return which had been previously al matter.
lowed under the regulations of the
Treasury Department. The bill as
passed by the Senate and finally enacted Excessive taxation of intercompany divi
dends
specifically provided for the consoli
The general idea underlying the prin
dated return. The revenue bill of 1928,
as passed by the House, denied the right ciple of consolidation of net income
to file consolidated returns, but this would, of course, preclude the taxation
provision was eliminated in the Senate. of intercompany dividends. Under the
During the consideration of the revenue existing revenue act, such dividends are
bill of 1932 a compromise was effected subject to taxation as normal income in
resulting in the levying of an additional the hands of the parent or other affili
tax of three-fourths of 1 per cent on the
consolidated net income. This additional ated company. Upon distribution of the
tax was increased to 1 per cent by the income to the individual shareholders of
the latter, the intercompany dividends
national industrial recovery act.
“It cannot be denied that the privi are again taxed and, if not so dis
lege of filing consolidated returns is of tributed, they become subject to the
substantial benefit to the large groups of surtax on undistributed income and, in
corporations in existence in this coun some cases, the surtax on personal
try. This is especially true in depression holding-company income. Thus, we
years, for the effect of the consolidated have the anomalous situation of in
return is to allow the loss of one corpora stances where a tax is being exacted
tion to reduce the net income and tax of
another, and during a depression more three or more times on the same in
losses occur. Another effect of the con come.
It, of course, goes without saying
solidated return is to postpone tax. This
is because there is no profit recognized that, in an intricate consolidation in
for tax purposes on intercompany volving intermediate holding or op
124

Mandatory Filing of Income Tax Returns

erating companies, the effect of pyra
miding taxes is far more pronounced.
In the event that the normal income as
aforesaid is not fully distributed by the
affiliated or parent company receiving
the intercompany dividends, the latter
become subject to the surtax on un
distributed profits and perhaps to sur
tax on personal holding companies.
This practice is particularly vicious
in its effect in cases where the structure
of the affiliated group, either due to cir
cumstances or of necessity, is composed
of several independent, consolidated
groups which are in turn owned or
controlled by one or more corporations,
and where further consolidation is
required of the several intermediate
consolidations to produce an economic
unit. The existence of deficits, non
deductible losses, or other restrictions
(legal or otherwise) upon distribution of
earnings by the intermediate holding
companies which are not recognized by
that section of the revenue act relating
to the surtax on undistributed profits
and surtax on personal-holding-com
pany income as preventing distribution
of earnings or profits by such intermedi
ate or underlying parent companies,
arbitrarily creates an artificial tax base
which, to my mind, is not compatible
with sound principles.

are necessary or contribute to the pro
duction of taxable net income of other
members of the affiliated group. To the
extent that such losses are sustained or
incurred as an incident to the perform
ance of auxiliary or supplemental serv
ices which, either directly or indirectly,
result in or contribute to the produc
tion or realization of income by either
parent, intermediate holding, or sub
sidiary or affiliated corporations, a
severe hardship is imposed upon the
taxpaying corporations involved. This
is particularly harmful if any or all of
the corporations realizing income are
subject to the surtaxes on undistributed
profits and personal-holding-company
income.

Other instances of duplication of tax on
income arising from intercompany
transactions
The inequities which I have pre
viously pointed out as being applicable
to intercompany dividends affect with
equal force situations in which inter
company management or other fees
and/or profits are exacted from affili
ates sustaining losses and received by
members of the group having taxable
net income.
In any cases where the factors un
favorably affecting the intercompany
tax status were not created by design or
Denial of consolidation effects overstate manipulation and intercompany rela
ment of group taxable income by tions are justified, a real hardship exists
amount of losses of member corporations which can be remedied only by a return
The changes made in recent years in to taxation on the basis of mandatory
the provisions relating to consolidated consolidated returns under proper ad
returns indirectly preclude determina ministrative regulations.
tion of the income of an affiliated group
The condition cited with respect to
upon the basis of single enterprise or interrelated or intermediate or group
economic unit. Under existing law and holding companies, existing under com
regulations, the taxable net income of mon ownership or control is prevalent
each and every corporation, whether or to a considerable extent in the public
not affiliated, must be reported and the utility field. It is not to be denied that
tax paid on the basis of individual re in the past optional or permissive con
turns. The effect of this is to deny to solidations have been subject to some
affiliated taxpaying corporations a de abuses. These need not be regarded,
duction with respect to losses sustained however, as justifying or countenancing
by affiliates, even though such losses the present inequities or as mitigating
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in any degree the necessity for correc
tive action for the benefit of enterprises,
which, for other reasons, find themselves
unfavorably situated either as to finan
cial structure or intercompany relation
ship or transactions.

availed of to an appreciable extent in
consolidated returns, because proper
treatment of intercompany transac
tions should entirely vitiate any erro
neous assertion of worthlessness and/or
preclude the allowance of improper
deductions, since the definite relation
ship of the affiliates must be clearly
shown in a proper consolidated return.
The intercompany doctrine had, in
the earlier years, been applied to the
transfer of natural-resource deposits
between affiliated corporations in such
a manner as to permit the deduction of
discovery-value depletion by the inter
company transferee on account of dis
coveries made by the transferor, when
such a deduction might have been
deemed not to be allowable. The mat
ter of the propriety of the deduction for
depletion based upon discovery value
when the discovery was made by an
intercompany transferor prior to ac
quisition by the transferee has, of
course, since been settled by determin
ing that, to the extent that the trans
feror would have been entitled to dis
covery depletion, the deduction should
be allowed to the transferee. This same
ruling also declared that an intercom
pany transaction, productive of neither
taxable gain nor deductible loss, does not
authorize or create a new or independ
ent basis for the computation of
depreciation or of gain or loss on subse
quent sale or other disposition of the
property.6
While these latter items cannot, in
the light of the final rulings, be re
garded as illustrative of manipulative
practices, they will serve to indicate
that fair and equitable regulation is
essential to the proper administration
of provisions relating to the accurate
determination of consolidated taxable
net income.
It is my sincere belief that the re
turn to mandatory consolidation, under
proper regulation based upon past ex

Other Benefits Derived from
Consolidation
The principal virtue attaching to the
application of the principles of consoli
dation in the field of taxation is that, by
the elimination of intercompany trans
actions, the net income of the enter
prise or so-called economic unit is deter
mined without regard to artificialities
as to gains or losses realized or sustained
within the affiliated group or groups.
This particular factor is more impor
tant from the standpoint of govern
mental revenue than from that of ad
vantages accruing to taxpayers. It is
undoubtedly true that many opportun
ities for more flagrant manipulation
exist, taxwise, where separate returns
are required of corporations owned and
controlled by the same interests than
there would be if mandatory consolida
tion was required. This can only mean,
therefore, that it is possible for govern
mental revenue to be improperly re
duced and just taxes avoided by the
filing of separate returns.
Avoidance of taxes effected in a
legitimate manner is not to be con
demned, but the elimination of the
temptation and of opportunities for
manipulation as a means of evading
taxes, properly due, is a worthy ob
jective. Opportunities exist for manipu
lation under present law and regula
tions, principally in connection with
the assertion of worthlessness with
respect to intercompany stocks or
other securities and accounts receivable,
and also in connection with the shifting
of intercompany income and expenses
on the part of subsidiary or otherwise
affiliated companies having a taxable
net income or losses, as the case may be.
These or similar devices could not be
• GCM 1345 A CB, Vl-2, p. 154.
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perience, would be a constructive step
toward elimination of many manipula
tive practices, and would prove beneficial
to the taxpaying affiliated corporations
through the avoidance of duplication
of taxes on intercompany income and
the assessment of taxes on the basis
of an economic unit.

Mandatory v. Optional
Consolidation
If it is conceded that the use of the
principle of consolidation of taxable net
income is equitable and proper, and if
the unjust evasion of tax in this respect
is to be prohibited, mandatory applica
tion of the principle in all applicable
cases is essential. Experience has dem
onstrated that the enactment of op
tional provisions of this sort usually re
sult in the creation of opportunities for
evasion of taxes through manipulation.
It is my firm conviction, therefore, that
optional or permissive consolidation
has been more responsible than any
other one single factor for the complica
tions in the law and administrative
regulations relating to affiliated cor
porations under previous revenue acts.
If numerous exceptions and onerous
rules and regulations are to be avoided,
optional tax treatment with respect to
affiliation or nonaffiliation must be
definitely eliminated. The optional pro
visions of the several revenue acts have
occasioned a great deal of litigation,
particularly as to the application of the
election to new members added to the
affiliated group or conditions under
which affiliates are no longer to be con
sidered as members. The Board of Tax
Appeals has generally held that the
addition or elimination of a member or
members to or from a group does not
create a new taxpayer 7 and hence does
not permit a new election. This position
has been sustained by the courts, at
least to the extent that the admission of
7 B. Mifflin Hood Brick Co. 19 B.T.A. 785;
Imperial Assurance Co. 19 B.T.A. 1068.

new members to a large group of cor
porations does not give rise to a new
election.8 In one case, the court re
solved the question as to whether or not
a new election was permissive to a
matter of degree and held that an
entirely different situation was created
where a substantial change occurred in
the affiliation status.9 Under prior law
and regulations, the elections contem
plated by the various acts could be
made in a wide variety of circumstances,
although in no case could an option be
exercised until affiliation actually ex
isted.
The rulings previously in effect held
that where election was made by one or
more members of an affiliated group to
file separate returns, although no doubt
existed as to affiliation with the other
corporations, the remaining affiliates
were bound and could not file a consoli
dated return.1011Inasmuch as a con
solidated return must include all mem
bers of the group, even though the in
come of some affiliates was omitted
from the consolidated net income, it
followed that if any single corporation,
particularly the parent or holding com
pany, insisted upon the filing of a
separate return, the entire group was
bound to file separate retur1ns.11 All
members of the group, however, could
not be bound by the election of one
member where litigation regarding own
ership of the corporation prevented a
free and deliberate choice.12
These distinctions are quite impor
tant and typically illustrate the in
tricacies involved in optional consolida
tion. The fine discriminations which
8 Swift & Co. v. U. S. 38 F (2d) 365 (Ct. Cls.
1930) . Amer. Hawaiian S.S. Co. v. U. S. 46 F
(2d) 592 (Ct. Cls. 1931) GCM 8132 CB IX-1,
p. 287.
9 Stonega Coke & Coal Co. v. Comm. 57 F
(2d) 1030 (CCA 3rd, 1932).
10 Lucas v. U. S. Stores Corp. 1931 (CCA 2nd,
1931) (CCH Par. 9497).
11 Pr. Pepper Bottling Co. 25 B.T.A. 1323,
aff’d 69 F (2d) 768 (CCA 5th, 1934.)
12 Dexter Sulphite Pulp & Paper Co. 23 B.T.A.
227.
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must be made to properly administer
optional or permissive consolidation
indicates that any attempt at simplifi
cation will only result in further con
fusion. This augurs well for the adop
tion of mandatory laws and regulations
under which it should be possible to de
sign equitable and more practical rules
and regulations.

Intercorporate Dividends
The taxation of corporate distribu
tions presents one of the most compli
cated aspects of the taxes levied upon
income, and the comparatively recent
changes effected in the various statutes
relative to dividends passing between
both affiliated and nonaffiliated corpor
ations have not simplified the matter.
Prior to 1935 it had been recognized
and firmly established that intercor
porate dividends were not to be sub
jected to double taxation, and the vari
ous acts provided in one form or an
other for their exemption or deduction
within certain limitations. These limita
tions on deductions for dividends dealt
primarily with amounts received from
China trade-act corporations or from
foreign or other corporations receiving
income partially from sources within
the United States or its possessions.
In 1935 it was suggested in the report
of the Senate finance committee on the
revenue act of 1935 that a tax on divi
dends received by corporations was the
most effective means of preventing
evasion of a graduated tax on corpora
tions. It was thereupon recommended
by that committee that the then exist
ing law be amended by restricting the
deduction to 85% of the dividends re
ceived by corporations from other
domestic taxable corporations. The
conference committee report on this bill
increased the deduction or credit to
90% and the latter was embodied in the
1935 act. This imposed a slight tax
upon dividends received by corpora
tions. In connection with consideration
given to the 1936 act, prior to its enact

ment, by the subcommittee of the ways
and means committee of the House, it
was recommended that the deduction
or credit allowed to corporations for
dividends received from other taxable
corporations be abolished so that inter
corporate dividends would remain in
net income. This recommendation was
not followed in its entirety; the pro
vision of the 1935 act relating to inter
corporate dividends was amended to
provide for 85% credit on dividends re
ceived for normal and excess-profits
taxes and full taxation under the pro
visions relating to surtaxes on undis
tributed profits and personal-holding
company income.
It may be that the charge of evasion
of tax through the medium of inter
corporate dividends can be made. In
any case, however, it seems to me to be
clear that the very small tax imposed
upon this particular source of income
bespeaks the conclusion that the matter
of tax evasion in this direction was com
paratively inconsequential and was not
taken seriously by the committee. The
imposition of a tax of this character,
however slight or indirect it may be,
reacts unfavorably upon the majority
of corporations which did not avail
themselves of whatever opportunities
may have existed for evading taxes
under this particular provision of the
acts. This statement has reference
to the numerous corporations owning
stocks of other corporations and making
distribution within reasonable limits of
the annual corporate net income.
Intercompany dividends, which are a
necessary incident of affiliation, of
course come under the head of inter
corporate dividends, and the situation
with regard to the double tax exacted
in this connection has been fully cov
ered in my remarks relative to manda
tory consolidation, and further elabora
tion on this point seems unnecessary.
It is grossly unfair to penalize the
majority of taxpayers and to violate
sound principles of taxation in effect for
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so many years merely to rectify some
relatively inconsequential evasion of
taxes.

Conclusion
In conclusion I submit the recom
mendations of the committee on federal
taxation of the Institute containing
suggested remedial legislation.
Consolidated returns should be made
mandatory and taxation of inter
corporate dividends repealed
“ It is so well established in the broad
field of financial reporting that consoli
dated statements are essential to the
correct presentation of the affairs of
affiliated groups and that it is obviously
incongruous to prohibit consolidated
tax returns when in fact they should be
mandatory.
“Subsidiary companies are usually
organized by a parent for the purpose of
complying with state requirements, to
minimize risk in opening up new terri
tory, to facilitate financing, or to sim
plify the establishment of new lines of
business. They are, for all practical pur
poses, merely branches or departments
of one enterprise. Businessmen, stock
exchanges, and the S.E.C. recognize
that the financial position and earnings
of the parent company and its sub
sidiaries can be presented satisfactorily
only by means of consolidated state
ments showing the combined position
and results of operations. The entire
consolidated group is treated as a single

unit, intercompany transactions and
profits not realized by means of sales
outside the group being eliminated.
“When the filing of consolidated re
turns was abolished in 1934, this coun
try made a long step away from the
path of sound business practice. By re
quiring separate statements of income
from each unit of the one enterprise,
nonexistent ‘ paper ’ income is often
taxed, and the earnings of particular
units may be distorted and incorrectly
presented. Moreover, elimination of the
consolidated return, being contrary to
ordinary business practice, has unduly
complicated administration of the in
come-tax law and has placed additional
burdens on corporate groups which
follow the consistent practice of prepar
ing consolidated financial statements
for all other purposes.
“Accordingly, to simplify the prepa
ration and auditing of returns, and at
the same time to prevent both the taxa
tion of artificial, nonexistent income,
and the avoidance of tax by arbitrary
intergroup charges, it is urged that con
solidated returns be made mandatory
for affiliated groups.
“Every argument which can be urged
in favor of consolidated returns applies
with equal force against the taxation of
intercorporate dividends. The principle
is unsound from an accounting stand
point, and it is urged that, as a corollary
to mandatory consolidated returns,
the taxation of intercorporate divi
dends between affiliated corporations
be repealed.”

APPLICABLE PROVISIONS OF LAW DEFINING AFFILIATION FOR
THE PURPOSE OF CONSOLIDATED RETURNS

Regulations 41 under act of October 3, stock of two or more corporations is
1917, validated by provisions of section owned by the same individual or part
nership, and both or all of such corpora
1, 331 (a) of 1921 act—Article 77
For the purpose of this regulation tions are engaged in the same or a
two or more corporations will be deemed closely related business; or (2) when one
to be affiliated (1) when one such cor such corporation (a) buys from or sells
poration owns directly or controls to another products or services at prices
through closely affiliated interests or by above or below the current market, thus
a nominee or nominees, all or sub effecting an artificial distribution of
stantially all of the stock of the other or profits, or (b) in any way so arranges its
others, or when substantially all of the financial relationships with another
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corporation as to assign to it a dispro
portionate share of net income or in
vested capital.

Section 240 (b) of the revenue act of 1918
For the purpose of this section two or
more domestic corporations shall be
deemed to be affiliated (1) if one cor
poration owns directly or controls
through closely affiliated interests or by
a nominee or nominees substantially all
the stock of the other or others, or (2) if
substantially all the stock of two or
more corporations is owned or con
trolled by the same interests.
Section 240 (c) of the revenue act of 1921
For the purpose of this section two or
more domestic corporations shall be
deemed to be affiliated (1) if one corpo
ration owns directly or controls through
closely affiliated interests or by a
nominee or nominees substantially all
the stock of the other or others or (2) if
substantially all the stock of two or
more corporations is owned or controlled
by the same interests.
Section 240 (c) of the revenue act of 1924
For the purpose of this section two or
more domestic corporations shall be
deemed to be affiliated (1) if one corpo
ration owns at least 95 per centum of
the voting stock of the other or others,
or (2) if at least 95 per centum of the
voting stock of two or more corpora
tions is owned by the same interests.
A corporation organized under the
China trade] act, 1922, shall [not be
deemed to be affiliated with any other
corporation within the meaning of this
section.

Section 141 (d) of the revenue act of 1928
Definition of “affiliated group.”—
As used in this section an “affiliated
group” means one or more chains of
corporations connected through stock
ownership with a common parent corpo
ration if (1) at least 95 per centum of
the stock of each of the corporations
(except the common parent corpora
tion) is owned directly by one or more of
the other corporations; and (2) the
common parent corporation owns di
rectly at least 95 per centum of the
stock of at least one of the other
corporations.
As used in this subsection the term
“stock” does not include nonvoting
stock which is limited and preferred as
to dividends.
Section 141 (d) of the revenue act of 1932
Definition of “affiliated group.”—
As used in this section an “affiliated
group” means one or more chains of
corporations connected through stock
ownership with a common parent
corporation if—

1. At least 95 per centum of the stock
of each of the corporations (except
the common parent corporation) is
owned directly by one or more of
the other corporations; and
2. The common parent corporation
owns directly at least 95 per centum
of the stock of at least one of the
other corporations.

As used in this subsection the term
“stock” does not include nonvoting
stock which is limited and preferred as
to dividends.
Section 141 (d) of the revenue act of 1934
Definition of “affiliated group”—
As used in this section an “affiliated
group” means one or more chains of
corporations connected through stock
ownership with a common parent
corporation if—

Section 240 (c) of the revenue act of 1926
For the purpose of this section two or
more domestic corporations shall be
deemed to be affiliated (1) if one corpo
ration owns at least 95 per centum of
the voting stock of the other or others,
or (2) if at least 95 per centum of the 1.
voting stock of two or more corpora
tions is owned by the same interests.
This subdivision shall be applicable to
the determination of affiliation for the
taxable year 1925.
2.
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owns directly at least 95 per centum
of the stock of at least one of the
other corporations; and
3. Each of the corporations is either
(A) a corporation whose principal
business is that of a common carrier
by railroad or (B) a corporation the
assets of which consist principally of
stock in such corporations and which
does not itself operate a business
other than that of a common carrier
by railroad. For the purpose of de
termining whether the principal
business of a corporation is that of a
common carrier by railroad, if a
common carrier by railroad has
leased its railroad properties and
such properties are operated as such
by another common carrier by rail
road, the business of receiving rents
for such railroad properties shall be
considered as the business of a com
mon carrier by railroad.

As used in this subsection (except in
paragraph (3)) the term “stock” does
not include nonvoting stock which is
limited and preferred as to dividends.
Section 141 (d) of the revenue act of 1936
Definition of “affiliated group.”—
As used in this section an “affiliated
group” means one or more chains of
corporations connected through stock
ownership with a common parent corpo
ration if—

1. At least 95 per centum of the stock
of each of the corporations (except
the common parent corporation) is
owned directly by one or more of the
other corporations; and
2. The common parent corporation
owns directly at least 95 per centum
of the stock of at least one of the
other corporations; and
3. Each of the corporations is either
(A) a corporation whose principal
business is that of a common carrier
by railroad or (B) a corporation the
assets of which consist principally of
stock in such corporations and
which does not itself operate a
business other than that of a com
mon carrier by railroad. For the pur
pose of determining whether the

principal business of a corporation is
that of a common carrier by railroad,
if a common carrier by railroad has
leased its railroad properties and
such properties are operated as such
by another common carrier by rail
road, the business of receiving rents
for such railroad properties shall be
considered as the business of a com
mon carrier by railroad. As used in
this paragraph, the term “railroad”
includes a street, suburban, or inter
urban electric railway.

As used in this subsection (except in
paragraph (3)) the term “stock” does
not include nonvoting stock which is
limited and preferred as to dividends.

Section 141 (d) of the revenue act of 1938
Definition of “affiliated group.”—
As used in this section an “affiliated
group” means one or more chains of
corporations connected through stock
ownership with a common parent
corporation if—
1. At least 95 per centum of the stock
of each of the corporations (except
the common parent corporation) is
owned directly by one or more of the
other corporations; and
2. The common parent corporation
owns directly at least 95 per centum
of the stock of at least one of the
other corporations; and
3. Each of the corporations is either
(A) a corporation whose principal
business is that of a common carrier
by railroad or (B) a corporation the
assets of which consist principally of
stock in such corporations and which
does not itself operate a business
other than that of a common carrier
by railroad. For the purpose of de
termining whether the principal
business of a corporation is that of a
common carrier by railroad, if a
common carrier by railroad has
leased its railroad properties and
such properties are operated as such
by another common carrier by rail
road, the business of receiving rents
for such railroad properties shall be
considered as the business of a com
mon carrier by railroad. As used in
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this paragraph, the term “railroad”
includes a street, suburban, or inter
urban electric railway, or a street or
suburban trackless trolley system of
transportation, or a street or subur
ban bus system of transportation
operated as a part of a street or

suburban electric railway or track
less trolley system.

As used in this subsection (except in
paragraph (3)) the term “stock” does
not include nonvoting stock which is
limited and preferred as to dividends.
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Introduction
By Harold C. Anderson
subject of our discussion is a
large one — so large that we can
not hope even to scratch the sur
face. The problems inherent in
social-security program are diverse in
nature and legion in number.
The enactment of the social-security
act in 1935 was a momentous event in
our social and economic development.
It was the first attempt by the Federal
Government to meet two great social
needs — old-age insurance and unem
ployment compensation. It also ex
tended and coordinated governmental
activities in the fields of public assist
ance and public-welfare services.
The social-security program estab
lished by the act contemplates not only
large aggregate payments by the Fed
eral Government to individuals and to
the states and by the states to individ
uals, but also the raising of huge sums
of revenue. The taxes collected by the
Federal Government under the social
security act for the fiscal year ended
June 30, 1937, amounted to over $250,000,000 and for the fiscal year ended
June 30, 1938, to over $600,000,000.
In addition, vast sums have been col
lected by the states under the unem
ployment-compensation laws. Because
of the increases in the rates of pay-roll
taxes provided by the act and the
probability of an extension of cover
age, we may expect much larger sums
to be collected in the future.
The problems with which account
ants are primarily confronted in their
practice are those of employers relating
to reporting and record-keeping. As
public-minded citizens and taxpayers,
however, accountants should be con
cerned with the broader and more
basic problems arising under the act,
and it is hoped that the nature of some
of these more fundamental problems,
he

T

as well as those encountered in our
practice, may be brought out in our
discussion.
ourA problem that has been the subject
of much controversy is the financing
for old-age benefits. The present plan
of financing is in accordance with what
is known as an actuarial-reserve method.
Considerations in connection with this
problem are the distinction between
Government insurance and private in
surance, the factors involved in esti
mating the cost of old-age insurance,
the effect of a large reserve on Govern
ment expenditures. Closely allied to
this problem are the incidence and eco
nomic effect of pay-roll taxes. What is
the effect of pay-roll taxes on unem
ployment, on wages, on selling prices,
and on consumer buying power? This
leads to the question of to what extent
should social-security payments be
made out of general taxation.
There are those who contend, and
very convincingly, that social-security
payments should be related to need,
rather than to previous earnings and
to contributions. The present plan con
templates that old-age benefits and
unemployment compensation shall be
paid as a matter of right, as something
which has been earned or paid for by
the recipient. If this principle is main
tained in accordance with the present
plan, we have then the questions of the
relation of unemployment compensa
tion to relief and of old-age benefits to
old-age assistance.
There are many problems involved
in administration. Should the present
fifty-two duplicating tax systems, state
and federal, for unemployment insur
ance be abolished and the collection of
taxes placed in the hands of the Federal
Government only? Should the coverage
of the taxes under title VIII and title
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IX be made identical? Should there be
some coordination of activities of state
unemployment-compensation agencies
with relief agencies? Are there any ad
vantages in merit rating and, if so, are
they justified by the administrative
cost? To what extent should the de
termination of unemployment-compen
sation payments be simplified? Should
unemployment compensation be pay
able as a matter of right for a limited
period at a flat rate and with addi
tional allowances for dependents, the
test of eligibility being willingness to
work on a suitable project if called
upon to do so? Should benefit rates be
in series, say of $3? starting with a
minimum rate of $5? Should the quarter
be used as the base for benefit computa
tions?
The question of simplification, through
amendment of the federal and state
acts, of benefit payments and of taxa
tion is of importance to employers in
that there is involved the possibility of
their being relieved from the keeping
of burdensome records and, of course,
the cost of administration is of im
portance to taxpayers generally.
One of the members of our com
mittee has raised the question whether
the entire system of unemployment in
surance should be taken over and
administered by the Federal Govern
ment and if this would permit con
solidation with old-age-benefits offices,
with the consequent saving in admin
istrative expense.
If there is an extension of the cover
age of the old-age benefit and unem
ployment-compensation provisions, as
is being discussed, there will, of course,
be additional administrative problems.
Many of our social-security problems
are not readily solved. Some of them
require research and further experience.
Suspended judgment on some of the
questions is indicated. Some of the
problems involve political and con
stitutional considerations. There are,
therefore, very decided limitations to

our discussion. However, we are for
tunate to have with us four well
qualified speakers to present different
phases of the social-security program.
Their talks, supplemented by ques
tions raised from the floor, should in
some degree extend our necessarily
limited knowledge of the broad and
intricate subject of social security.
There are some who look upon the
social-security act as but another piece
of New Deal legislation and assert that
it should be repealed. A newspaper
man, who has had some experience in
welfare work, recently remarked to me
that in his experience he has found that
everyone gets what he deserves and
that he thought social security was bad
because it destroys morale and in
dividual initiative. As to his first state
ment, that everyone gets what he
deserves, I do not believe he was cog
nizant of the recent report of the
Natural Resources Committee in which
it was stated that one-third of our
families and individual consumers had,
in the fiscal year ended June 30, 1936,
incomes of less than $780, that one-half
had less than $1,070, and that twothirds were under $1,450. Such a con
dition is hardly consistent with the
thought that everyone in our national
economy is getting what he deserves.
As to the effect on morale, what could
be more demoralizing than the county
poorhouse or the bread lines of the early
thirties? Whatever may be one’s opin
ion regarding our present social-security
program, it should be realized that most
of the other civilized nations have long
since adopted some system of social
security, and it seems to be the opinion
of those who have given the matter
much thought that some form of social
security legislation is with us to stay.
If this is so, our problems are not all
temporary ones which will vanish with
a change of administration.
Inadequate may be the program
provided by the social-security act,
unnecessarily complicated and costly
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may be its administration, economically
unsound in the opinion of many may
be some of its provisions, scandalous
may have been the political uses of
old-age pension moneys in some of the
states; nevertheless, much has been
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accomplished under the existing act and
it has helped to arouse the American
people to a realization of the need for
some form of social and economic se
curity if our present form of democracy
is to survive.

Financial Problems of the Social Security Act
By Eleanor L. Dulles*
Washington are aware of
the many diverse financial and
economic effects of the social
security act. I don’t believe we
estimate the constructive influence
which the act may have. We are, how
ever, somewhat uncertain as to the con
sequences of some of the provisions of
the present act, and if in any sense I
seem to be defending a social-security
act, I am defending not necessarily the
act passed in 1935, with every comma
and figure in it as you read it, but rather
the act which I hope we will have in a
few years.
In introducing my remarks in this
way, I am influenced very much by the
fact that I and a number of my col
leagues are working, I might say day
and night, on possible amendments. We
have no idea that these amendments
will go through in a group or will be ac
cepted wholesale by Congress or by
anybody else, but we do feel that it is
only a wise, forward-looking policy to
develop these plan recommendations
so that we may know that any one
amendment which might go through
Congress this winter or next winter will
fit into an orderly plan of adjustment.
This attitude toward change isn’t to be
interpreted as implying any major diffi
culty which is an obstacle to real func
tioning under the act as it now reads.
There are many groups not now cov
ered by the old-age-insurance provi
sions of the act. I think you will agree
that this is a major weakness. The rea
sons why these groups were left out of
coverage are fairly easy to explain, but
we are not willing to accept those rea
sons as holding for the future. It may
have been wise for Congress to limit
the coverage in Title VIII so that only
e in

W
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about fifty per cent of the jobs in a
typical year would be included, but it
is already evident that a considerable
percentage
of the gainfully employed
over
are covered, at least partially, by the
provisions of the act. Since this cover
age includes people working both full
time and only part time during the
year in covered employment, the rights
developing are relatively small in
many cases. Extension of coverage will
remedy this, but the plan now in effect
is stopping far short of the ideal. We
also recognize that other benefits and
assistance under the act are more lim
ited than we should like. A number of
major groups of risks are not covered
at all, invalidity, survivorship, and so
on. I didn’t want you to take a passing
phrase of mine as meaning that any
particular risk will definitely be the
subject of a board recommendation for
amendment, but I think it is only rea
sonable for you to know (and if you
read the speeches by various board
members you can tell for yourselves
without even reading between the lines)
that all the major risks are being con
sidered—the cost of covering them,
their relative urgency, the administra
tive machinery that would have to be
developed and various other aspects—
so that we can have a statesmanlike
plan for doing the most urgent thing
first, the thing most likely to succeed.
Certain amendments which we are
considering affect the financial proce
dures in connection with old-age in
surance, and because the old-age-in
surance features of the act represent the
largest financial enterprise which is
under the management of the Federal
Government I shall devote most of my
talk to that subject.
I have wondered a good deal in the
course of the last two and a half years
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just why the reserve has become so
controversial. I can hardly go anywhere
for a social or a business reason, without
having somebody say, “What are you
doing with the money down there in
Washington?” I get a little weary of the
discussion, because it usually takes me
into some very technical problems, and
most of my listeners become worn out
before I can explain fully. I shall try not
to wear you out in the same way.
One reason why the reserve has be
come so controversial, I think, is that
the figure given at the hearings in 1935
held for the act as the probable ultimate
size of the reserve was staggering. We
weren’t then used to thinking in terms
of forty-seven billion dollars. That fig
ure has risen up to curse us on many
occasions. For many reasons, we wish
it had never been published. We can’t
say, on the basis of facts now available,
that that figure comes very close to
what might be the old-age reserve in
1980. Yet, it has become symbolic of a
terrific, some say deflationary, some say
inflationary, leverage on economic life.
It is a figure that has caught the pub
lic’s imagination.
I think the second reason why the re
serve is so controversial is that the pro
cedures and techniques it necessitates
are highly intricate. The general public
has never known very much about
Treasury activities, refunding opera
tions, short-term and long-term issues,
and so on. They don’t understand these
things, and so when political discussion
was focussed on the act a dramatic
picture of the whole procedure was
developed and caught the imagination
of the public.
There is one element in the American
old-age-insurance system that is dif
ferent from any other old-age-insurance
system, at least in extent, though per
haps not in kind. There is no other sys
tem that I know of where the increase
in the liability mounts on such a steep
curve. The ratio of later payments to
early payments is very high. [Exhibiting

chart.] Note the rise of the benefit pay
ments from the early years to the later
period. The rise from 1942, the theo
retical first year as now in the act, to
1980 is presumed to be from 1 to 44,
that is, the payments in 1980 will be
44 times those in 1942, or thereabouts.
Those are estimates, of course; we don’t
know about 1942 and we don’t know
about 1980.
There are three reasons why these
payments to individuals rise on such a
step-up curve. As many of you know,
the number of persons over 65 is going
to grow very rapidly. We expect to have
approximately twice as many people
over 65 in 1980 as we have at the pres
ent time. That is a rather simple fact,
but it is one that bears on our problem.
The second reason is that for a long
period there is added each year to the
total of persons 65 and older a new
group which is more numerous than
those lost from the total by death. Un
til you get the whole span of that older
generation in your system, coming in
in yearly crops, you haven’t your total
burden of annuitants. That state will
not be reached until the year 2,000.
There is a third reason for the steep
curve—one which is definitely an out
growth of the provisions of the act itself
—that is, the amount of the benefit to
an annuitant depends on the amount of
his past earnings. The first group to get
monthly annuities will have had only
five years’ earnings as a basis for their
benefits, the next group six, and so on.
Quite irrespective of any trend up or
down in wage rates, the longer duration
of employment of each new beneficiary
means that his benefits will be corre
spondingly greater. The average benefit
will probably more than double over the
period that we are concerned with.
Those three factors mean that the
early payments to individuals rise from
about eighty-one million to forty-four
times that amount. If the Treasury
should wait until 1980 to impose taxes
sufficient to carry this heavy load, the
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chances are that the public would not bring down the extreme upper end of the
curve, but I don’t feel that I should
tolerate the burden.
I will try to explain how amendments go into those in detail at the present
to the act may change the reserve sys time. The general tendency I think is
tem without hurting the feelings of sufficiently clear.
Another group of studies—and they
those who say that the reserve principle
is the only honest system. Whether or have gone really beyond the stage of
not it is the only honest system, we academic studies and are approaching
must do something to get ready for this recommendations—are concerned with
the extension of coverage to excluded
heavy future burden.
Some of the amendments being con groups. We think we can develop means
sidered include paying benefits in 1940 to bring in agricultural employees, do
instead of 1942. That, I think, has come mestic servants, and eventually em
out in the newspapers. Of course it ployers and the self-employed. I don’t
hasn’t been decided. Congress would mean this year, and perhaps not next
have to act in any event. Along with year, but at any time Congress thinks it
that change would go certain minor opportune we will have plans to present.
If coverage is increased to almost a
modifications making it easier for per
sons with only three years of employ hundred per cent of the working popula
ment experience to qualify. That would tion, certain experts in the Treasury
immediately buoy up payments to in and on the board and other agencies
think that we can count properly on a
dividuals in the early years.
In addition, there is some considera Government contribution. This Govern
tion being given to liberalization of ment contribution might very well, al
benefits. I refer to the President’s rec though it would be premature to say
ommendation that we consider ways of so definitely, be equal to what the
liberalizing payments to survivors and employer and employee contribute. I
dependents, which is interpreted to don’t know whether any such proposal
mean wives of annuitants, children of would be accepted or even seriously con
sidered unless it meant lower taxes on
annuitants, and others.
The President has asked us to make the employer and employee—in other
recommendations and plans, and we are words, putting on the general revenues
studying ways in which these things a portion of the burden which would
can be done. It may mean that not only otherwise be borne entirely by the em
an annuitant but his wife also may re ployer and employee. As you know, the
ceive payments, perhaps an additional taxes stagger, or are spread if you like,
annuity or monthly benefit, if paid on a up towards six per cent. It is possible
monthly basis, which will tend to in that a tripartite arrangement could be
crease these earlier benefits. In order made acceptable to the Government
to balance this so that there won’t be and to the people which would permit a
just a net increase in cost over the whole broader spreading of costs. If this were
period, there may be certain changes in the case, it is extremely unlikely that
the formula to shave a little bit from the the reserve principle as now written in
benefits at the upper end of the curve. the act would be carried through to the
What would generally result from this ultimate conclusions as they are now
kind of change is a flattening of the estimated.
curve, a reduction of the steep de
We are frequently asked about the
clivity, greater payments at the be incidence of taxation. Of course we
ginning and slightly less at the end. should like to think of the payments
Still other changes which seem to the under the social-security act as con
experts of the board equitable can help tributions. The employee part is a con
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tribution. The employer portion is a tax
which is passed on in certain cases to
labor because of the effect on wages
and in other cases in price increases. We
have made studies of the question and
we know that the incidence on different
industries varies widely, and that the
percentage of labor cost is very dif
ferent in different cases. We had hoped
that certain industries, not too complex
in structure, making simple products,
and without too elaborate financial
problems—might perhaps furnish ma
terial on this question. We have had
some data sent in, but so far we cannot
prove very much.
I think that there is a fairly wide ac
ceptance of the general insurance ideal
(although I agree that we cannot call
this “insurance” in a narrow sense of the
term) that we have got to collect from
a very broad base. What we are working
on in Washington now contemplates

broadening the base. What I said about
a Government contribution means still
further broadening. If we tax the self
employer, it might be through income
taxes, and that would mean further
participation in the financial burden to
carry on this program.
There is another point that I should
like to make. There is a very wide dis
tinction between the unemployment
trust fund and the reserve account.
The unemployment trust fund has both
a seasonal, presumably, and a cyclical
swing. The reserve account, as it is
now written in the act, simply goes
on mounting until it reaches the fig
ure at which the fund is theoretically
self-sustaining, and this concept of a
self-sustaining fund is closely linked to
the limited coverage. If there is no
longer limited coverage, if practically
every individual working has a chance
to benefit by old-age insurance, there

BENEFITS, APPROPRIATIONS, AND INTEREST
UNDER THE OLD-AGE BENEFIT PLAN
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will be very little sentiment, I suppose,
in favor of a really self-sustaining
scheme with a large reserve.
I have two charts here that I will
show you, and thus conclude my re
marks. The first one is an attempt to
show by bar diagrams the difference
between the early period when the
Government is getting ahead and the
later period when it has to pay out more
than it takes in. There are very large

sums shown and also a growing deficit
which we can expect unless the Govern
ment prepares its financial house in
some specific way to meet future pay
ments.
The other chart shows the benefit
curve and also a curve for the ap
propriations, contributions, or taxes
(whatever you want to call them)
which constitute the income to the oldage-insurance system.

NET BALANCE BETWEEN TAX COLLECTIONS AND BENEFIT
PAYMENTS UNDER OLD-AGE INSURANCE TITLE II
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of the most important and which deal with payroll deductions,
valuable attributes the profes namely:
sional accountant can possess is
Title VIII—Old-age-retirement bene
the ability to keep a clear head in times fits ; and,
of stress—to be able to have always in
Title IX—Unemployment insurance.
plain view the real objective of every
engagement, no matter how much con This latter title provides for coopera
fusion accompanies the performance of tion between state and federal govern
his work. This is particularly empha ments in the establishment and admin
sized in the accounting necessities oc istration of unemployment insurance.
In California, as in many other states,
casioned by the multiplicity of federal
and state laws, their various regulations such a cooperative law was passed. A
accompanied by office rulings, Treasury credit is allowed in computing the pay
decisions, counsel opinions, B.T.A. de ment to be made to the Federal Govern
cisions and those of the various courts, ment under this title for the amount of
which all affect the records essential to the contribution (90%) to the state.
producing that final product, those The employer must provide records and
figures in black and white, “ which never accounting procedure to correctly com
lie,” and which are the result for which pute and record the contribution due
the accountant, both professional and the state.
Since the basis of the record is the
private, devotes his days, nights, and
law
which requires it, the portions of
life interest, to achieve.
The specific topic assigned to our dis the several acts which deal with the
cussion today, however, is one which is keeping of records and the accounting
comparatively simple in its accounting procedure necessitated thereby are quoted
requirements. For the purposes of record as follows:
of this meeting, as well as an easy means Title VIII, social-security act, regula
of provoking discussion of special prob
tions 91, article 412
lems, if any, it has been thought desir
“Records—(a) Records of employ
able to continue our deliberations under ers.—Every employer liable for tax shall
the social-security act by the pres keep accurate records of all remunera
entation of a brief paper on the sub tion paid to his employees after Decem
ject, “Accounting for Social Security ber 31, 1936, for services performed for
him after such date. Such records shall
Taxes.”
show with respect to each employee—
The federal social-security act ap
proved August 14, 1935, imposes taxes 1. The name and address of the em
ployee and the account number
on employers and employees based upon
assigned to the employee under the
the total wages paid to, or received by,
act,
all employees for nonexempt employ
2. The occupation of the employee,
ment.
In this brief, no other provisions of 3. The total amount (including any
sum withheld therefrom as tax or for
the law will be dealt with except as they
any other reason) and date of each
may affect the accounting procedure
remuneration payment and the pe
required to account correctly for the
riod of services covered by such
collection and return of contributions.
payment,
There are two titles of the federal act 4. The amount of such remuneration

O

ne
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remuneration of employees, (b) pay
ments made and deducted (or to be
deducted) from the remuneration of
employees; and also the amount of
contributions paid by him into any
state unemployment fund with re
spect to services excepted by section
907(c).
3. The information required to be shown
on the prescribed return and the
extent to which such person is liable
for the tax.

payment which constitutes wages
subject to tax (see sections 811(a)
and 1101(c) of the act and articles
14, 15, and 16), and
5. The amount of employees’ tax with
held or collected with respect to
such payment, and, if collected at a
time other than the time such pay
ment was made, the date collected.

“If the total remuneration payment
(paragraph 3, above) and the amount
thereof which is taxable (paragraph 4,
above) are not equal, the reason there
for shall be made a matter of record.
Accurate records of the details of every
adjustment of employees’ tax or em
ployers’ tax shall also be kept, including
the date and amount of each adjust
ment. (See articles 501, 502, and 503,
relating to adjustments.)
“No particular form is prescribed for
keeping the records required by this
subdivision. Each employer shall use
such forms and systems of accounting
as will enable the Commissioner to
ascertain whether the taxes for which
the employer is liable are correctly
computed and paid,”

“(b) No particular method of ac
counting or form of record is prescribed.
Each person may adopt such records
and such method of accounting as may
best meet the requirements of his own
business, provided that they clearly and
accurately show the information re
quired above, and enable him to make a
proper return on the prescribed form.
“(c) Records are not required to
show the number of individuals em
ployed on any day, but must show the
total amount of remuneration actually
paid during each calendar month and
the number of individuals employed
during each calendar month or during
each such lesser period as the employer
may elect.
“(d) Any person who employs in
dividuals during any calendar year, but
who considers that he is not an em
ployer subject to the tax (see articles
203 and 204), should be prepared to
establish by proper records (including,
where necessary, records of the number
of persons employed each day) that he
is not an employer subject to the tax.
“(e) All records required by these
regulations shall be kept safe and read
ily accessible at the place of business
of the person required to keep such
records. Such records shall at all times
be open for inspection by internal
revenue officers, and shall be preserved
for a period of at least four years from
the due date of the tax for the calendar
year to which they relate.”

Title IX, social-security act, regulations
90, article 307
“Records—(a) Every person sub
ject to tax under the act shall, during
the calendar year, 1936, or any calendar
year thereafter, for each such calendar
year, keep such permanent records as
are necessary to establish:
1. The total amount of remuneration
payable to his employees in cash or in
a medium other than cash, showing
separately, (a) total remuneration
payable with respect to services ex
cepted by section 907(c), (b) total
remuneration payable with respect
to services performed outside of the
United States, (c) total remunera
tion payable with respect to all other
services.
2. The amount of contributions paid
by him into any state unemployment
As an illustration of State require
fund, with respect to services during ments we quote from the home state
the calendar year not excepted by
(California) unemployment-reserves act,
section 907(c), showing separately
section
95—records:
(a) payments made and not de
ducted (or to be deducted) from the
“Every employer shall keep a true

144

Accounting for Social Security Taxes
and accurate employment record of:
(a) All his employees.
(b) The hours worked for him by each
employee.
(c) The wages paid by him to each
employee.
(d) Such other information as the com
mission deems necessary to proper
administration of this act.”

In summarizing the requirements
under each act it will be noted that the
following information is necessary:

Name and address of employee;
Occupation;
Account (social security) number;
Hours or periods worked;

Remuneration paid:
In cash,
Other, and
Total paid;
Wages:
Taxable,
Exempt;
Tax withheld from employees:
Federal old-age benefits,
Unemployment insurance;
Adjustments.

Since the basic record in the account
ing procedure is the pay-roll sheet, this
will be outlined in skeleton form in
order to show the column headings
necessary to cumulate the information
requested:
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Where there are few employees and a
small turnover, a complete record for
the quarter for making a return can be
taken from the pay-roll sheet through
the cumulative column by carrying
forward each period all names of em
ployees dropped and adding all new
employees’ names.
An employees’ register should be kept
in addition to the pay-roll sheets, how
ever, in which to keep addresses, phone
numbers, and other employment data
which does not appear on the pay-roll
sheet.

Summary Sheet

Where departmentalization of em
ployees is made, several pay-roll sheets
should be used for each period according
to the classification used.
When the number of employees and
turnover prohibits the use of the cumu
lative feature of the pay-roll sheet for
preparing returns, it will be necessary to
add a subsidiary binder with individual
accounts for each employee, also a
summary sheet for the pay rolls for
periods, in order to create a control for
the purpose of balancing the subsidiary
records.

Period ending_____________ 193__
Exempt Wages Subject Wages

Total Wages

Pay-roll Number of Total
Period Employees Time

Cash Other Total

Employer’s Liability:
State Unemployment
Federal Unemployment
Federal O.A.B.
Total

Employees’
Contribution

Un- Federal Un- Federal Un- Federal
emp. O.A.B. emp. O.A.B. emp. O.A.B.

$___________
$___________
$___________
$___________
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The subsidiary employees’ records
will carry all employment data and

summarize the taxable and exempt
wages and contribution deductions:

Name___________________
Date Employed________
Department______
Address__________________ Rate__________________
Change_________
Phone No------------------------------Date Left _____________
Reason _________
Social Security No.__________
Marital Status_____________
Dependents________________
Date reaching 65 years of age________ 19_
Wages Exempt
Federal

Post.
Date
Ref.
193-

Code

Wages Taxable
Time
Worked

Deductions
Federal
Remarks

Unemp.

Cash Other Total

O.A.B.

UnO.A.B.
emp.

Calendar Weeks Worked

1
2
3
4
5
6
7
8
9
10
11
12
13

Quarter
(second, third, and fourth quarter continued as above)

Total Year

The total summary for the year is also
used for the purpose of reporting total
wages paid to the employees for incometax purposes.
The sheet should have thirteen lines
to the quarter; fifty-two lines to the
year for weekly pay-roll postings.
The sheets will be classified under the
binder according to:

Taxable
Exempt

in order that subsidiary records may be
proven to the control. This will apply
to only those whose total wage was
either taxable or exempt, and is merely
suggested as a time-saving aid.
General-ledger control accounts:
Liabilities—
Pay rolls payable (net cash pay roll)
Employees’ deductions, federal oldage benefits
Employees’ deductions, state unem
ployment insurance
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Employer’s liability, federal old-age
benefits
Employer’s liability, state unem
ployment insurance
Employer’s liability, federal unem
ployment insurance
(These liabilities will be liquidated
through the payment of cash.)

Operations—
Debits:
Wages—cash
Wages—other
Social-security taxes
Credits:
Contra account for other remuner
ation, or interdepartmental earn
ings for the value of allowance.

In order to show how the preceding
forms accumulate the necessary infor
mation required in order to prepare the
quarterly returns under the acts, con
densed outlines of such forms are shown
below:
Federal form SS-la, employer’s tax
return under title VIII of social
security act (Quarterly):
Number of taxable employees
Total taxable wages
Employer’s tax
Employees’ tax
Total

Employee’s social-security number
Name of employee
Taxable wages paid
Separation date
State—if employed outside the state of
employer.

Federal form 940, annual return of
excise tax on employers of eight or
more individuals under title IX of the
social-security act:
Total wages paid or payable for the
calendar year
Less wages paid or payable for:
Services performed outside the United
States
Agricultural labor
Domestic service
Service of officer or member of crew
of a vessel on the navigable waters
of the United States
Family Employment

Total wages subject
Tax
Less: Credit for contributions paid into
state unemployment funds
Balance tax.
State contribution report of unemploy
ment insurance, form CURC-3 and
3A (Quarterly):
Subject wages payable:
(a) Money Wages
(b) Other Remuneration
Total of each month in quarter and
total subject wages
For reconciling total pay rolls
Add wages not subject
Employer’s contribution
Wage-earner’s contribution
Total amount of payments
Employee’s social-security account num
ber
Name of employee
Total wages paid under title VIII
Separation date
State—if employed outside the state of
employer
California subject wages payable.

In many instances where large pay
rolls are handled, it may be found that
the use of the punch-card system will
facilitate the work, in that through this
method all of the pay-roll data, writing
of checks, and tabulating the pay rolls
may be performed from these cards.
The accounting by the taxing agen
cies for the taxes paid by the employer
for himself and for the remittance of his
employees’ contributions represents an
other problem of huge magnitude. There
must be kept accounts of:
Employees’ and employers’ enrollment
numbers, and contributions from
each;
Employment record and earnings of
each employee;
Payments of benefits, overpayments
and refunds;
Age records of employees;
Etc., etc.

The machine bookkeeping method is
principally used in this work by the
Federal Government; several states use
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a combination of manual and of various
types of machine bookkeeping methods.
The handling of claims and payments is
another great problem, largely solved
up to the present by the use of machine
equipment. The matter of governmental
engagements is probably beyond the

purview of this paper and supplies
problems only feasible of solution by a
studious application of the latest of
machine methods, the idea being pre
sented merely that we have a complete
picture of the clerical work imposed by
the social-security taxing acts.
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Administration
BY WALTER J. MACKEY

subject which has been assigned
to me for discussion this afternoon
is “Problems in Unemployment
Compensation."
Your chairman has very properly
stated that there are many problems in
the administration of the several programs created by the social-security act.
He has already mentioned a few of these
which pertain to unemployment com
pensation :
1. The desirability of placing entirely in
the hands of the Federal Govern
ment the responsibility for the col
lection of taxes for the payment of
unemployment benefits. These taxes
are now being collected by the forty
eight states.
2. The highly controversial subject of
“merit rating,” and
3. The need for simplification of benefit
payment plans.
he

T

Classification of Work
The work of the average state “ U.C.”
agency falls generally under three heads:

1. Collecting contributions.
2. Finding jobs for the unemployed.
3. Paying benefits to those for whom
jobs cannot be found.

I. Collecting contributions
In Ohio the three members of the Un
employment-Compensation
Commis
sion assumed their duties January 1,
1937. At that time there was not a single
person in the organization, and it was
necessary to recruit hurriedly a staff of
personnel to begin the collection of the
1936 tax, which had already accrued.
Some 100,000 letters were sent to a list
of potential employers. The Ohio law
covers employers of three or more work
ers and about 50,000 employers have
now become active contributors to the
I have not covered in my prepared Ohio fund.
paper all of the subjects which have
As of to-day, we have collected
been suggested by your chairman, nor $84,256,050.32 from these employers
do I propose to have a solution for all of and by January 1, 1939, when benefits
them. However, as one who shares the first become payable in Ohio, we will
responsibility of administering an un have in the fund in excess of $100,000employment-compensation law in the 000.00. As you know, no part of this
fourth largest state in the United States, fund has been used or will be used for
I will point out some of the problems administrative expenses of the Commis
which we have confronted here in Ohio sion. It will be used solely for the pay
and offer some suggestions regarding ment of benefits to eligible workers after
these problems.
January 1st. All of this money has been
During the “free-for-all" discussion deposited, according to law, in the
which I understand will follow these United States Treasury and invested by
formal talks, I hope to learn some of the Treasury in government bonds,
your views and will endeavor to answer treasury certificates, or held in cash. It
questions pertaining to Ohio’s law. You has been ear-marked for the state of
have already been warned that many of Ohio, however. Interest on the fund is
these problems cannot readily be solved credited to the state.
without a great deal more experience
Starting a little over one and oneand research on the part of the various half years ago with no employees, the
states.
Commission now has 442 people em
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ployed. We are just now starting an
other expansion program in preparation
for benefit payments January 1st.
It goes without saying that Ohio em
ployers have cooperated with our Com
mission in every possible way in this
task of collecting nearly $85,000,000 in
contributions. Without this coopera
tion, a fund of such proportions could
not have been built up in so short a
time.
The chief problems in connection
with the collection of contributions have
been:

1. Building up a comprehensive mailing
list of insured employers and keeping
this list current.
2. Conducting educational campaigns
explaining requirements of the law to
employers and employees.
3. Training an adequate personnel in
this new field where experienced per
sonnel is difficult to find.
4. Interpreting and clarifying many un
certain provisions of a law hurriedly
drawn and with admitted imperfec
tions.
5. Devising and setting up accounting
records, a field audit staff, and set
ting up 50,000 employer-ledger ac
counts.
6. Another difficult problem has arisen
due to the conflict of laws—either a
conflict between two or more state
laws, or between the state law and
the federal excise tax under title IX
of the social-security act. These
problems arise due to exemptions in
the state law not contained in the
federal act, thereby resulting in an
employer not receiving his maximum
90% credit to which he is entitled
under the federal law. Money in this
way flows to the general revenue
fund of the United States Treasury
in Washington which we here in
Ohio feel should remain in the state
for the payment of benefits to Ohio’s
unemployed workers.
Need to harmonize state and federal laws
Bringing the provisions of the federal
excise tax under title IX of the social
security act and the taxing provisions
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of state laws into complete harmony is
most desirable for efficient administra
tion of both laws.
From many years’ experience with
the tax collecting agencies of the Fed
eral Government, the state and local
taxing districts, I am forced to the con
clusion that the Federal Government
has been more efficient in its work of col
lecting revenue than are the states and
local districts. However, I am not con
vinced that the very intimate task of
paying benefits to the unemployed
workers can better be done by the Fed
eral Government than by the more per
sonal state agencies. The job of de
termining eligibility, such as finding if
the worker is capable and available for
work or unable to find suitable work,
are duties which can best be performed
by local agencies responsive to the many
peculiar conditions of the community.
It is my feeling that a more decentral
ized plan for benefit payments than now
exists in most states would be more
desirable.

II. Finding jobs for the unemployed
A condition which every worker must
meet before he is entitled to unemploy
ment benefits is that the worker is able
and willing to work and that other suit
able work is not available and cannot
be found for him. In order to afford an
opportunity for a worker to secure work
after becoming unemployed, the legis
lature transferred the state employment
service to the Unemployment Compen
sation Commission and directed the
Commission to administer such service
to the end that no worker in Ohio
would be paid benefits until an attempt
was made to find suitable work for him.
It has been found necessary to expand
greatly the present work of the employ
ment service in order to perform this
part in the administration of the un
employment-compensation law.
Ohio has the distinction of having
had the first public employment office
in the United States. This office was
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established in 1890 right here in the
city of Cincinnati. Some valuable ex
perience has been gained during these
long years. However, the additional
load which is now being placed on the
shoulders of these local offices requires
additional high-caliber personnel.

lems in Ohio and try to avoid some of
the mistakes which inevitably were
made by those who first started benefit
payments. So, with the risk of seeming
presumptuous, I am going to venture a
few opinions which I have gained from
the records of these other states and
from a rather intensive study of this
problem myself.
I know that the cost of administra
tion is too high. I believe that this is
chiefly because of:

III. Paying benefits
We have just completed plans for the
establishment of fifty-eight local unem
ployment-compensation offices through
out Ohio for the purposes of paying 1. Too much centralization of the work
benefits and affording employment op
in the central office of the state agen
portunities to workers.
cies. I believe that a much more de
The second largest office in the state
centralized plan can and will be
will be here in Cincinnati. The size of
found to work more satisfactorily
the job in cities such as Cleveland and
and will be much less costly.
Cincinnati is greater than in some entire 2. Too much paper work, i.e., too many
states. Civil-service examinations will
reports and records are being re
be given for jobs in thirty-five classifica
quired of employers, most of which
tions beginning on October 25th and
will never be used. To collect de
ending November 3rd. It is expected
tailed reports of earnings four times
each year on 2,000,000 workers in
that about 163 employees will be re
Ohio, knowing that possibly 80% of
quired here in Hamilton County; in
these records will never be used, on
the state about 2,500, during the peak
its
face seems unwarranted. How
periods.
ever,
until a less complicated plan
We estimate that between 300,000 to
which will receive the approval of the
400,000 persons will apply for benefits
Social Security Board is developed,
at the beginning of 1939. Our research
it appears that these reports will
department tells me that this will mean
continue to be required.
a stack of applications being received
3. The complicated formulae contained
from these local offices each day, higher
in most laws for determining the
than the A.I.U. tower in Columbus
amount of benefits add to the ad
(500 ft. high). We are preparing to issue
ministrative task. Rounding weekly
benefit checks at the rate of from forty
benefit rates to even dollars seems
to fifty thousand per day. These are
desirable from an administrative
some of the immediate problems con
standpoint.
fronting us in Ohio.
Partial Unemployment
Since benefits do not start in Ohio
Seven states—Massachusetts, Mis
until January 1,1939, I feel hardly com
petent to discuss many of the problems sissippi, Montana, Nebraska, New Jer
of paying benefits. We know, however, sey, New York, and Pennsylvania—pay
that we are about to encounter many benefits only for total unemployment.
problems. Neither does it seem proper
Ohio begins January 1st paying bene
for me to enter into a discussion of the fits for both total and partial loss of
experiences of other states who have earnings. To be eligible for benefits, a
already started benefit payments. A worker must have worked in twenty
study of these other states’ experiences, calendar weeks during the fifty-two
however, is one way in which we have weeks preceding his application, for an
an opportunity to anticipate our prob employer which is covered by the Ohio
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law. He can then draw one-half of his
average weekly wage, not to exceed $15
per week and not to exceed sixteen
weeks for total unemployment.
Whenever a worker earns less than
60% of his average weekly wage, he is
deemed partially unemployed. For par
tial unemployment he may receive from
10% up to 40% of his average weekly
wage, depending upon the amount of his
lost earnings. The payment of partial
benefits represents an extremely diffi
cult problem, as it necessitates a weekly
report of earnings from employers for
all those employees who are earning less
than 60% of their average weekly wage.
In no other way will it be possible to
determine the extent of a worker’s lost
earnings when measured against his
average weekly wage. This suggests the
necessity of defining a week. Is it a
calendar week in all cases where partial
unemployment is involved, or can a
pay roll week be used where it is a period
of seven consecutive days? What about
the employer whose pay periods end on
the first and fifteenth of the month or on
some semimonthly basis?

Merit Rating
In 1942 merit rates go into effect in
Ohio. A good employment experience,
i.e., stable employment, is rewarded by
a contribution rate as low as 1%, while
an unfavorable employment experience,
i.e., a high turnover resulting in com
pensable unemployment, is penalized by
a rate as high as 4%. This provides a
real incentive for employers to stabilize
their employment.
As soon as benefit payments begin
January 1st, the history record for bene
fit rating also begins. In fact, the credit
side of the employer’s record was started
with his first contribution to the fund.
A ledger card has been set up, the credit
side of which receives all entries for
contributions made by an employer.
The debit side after January 1, 1939,
will receive the charges for benefits paid
out by the Commission to the employ

er’s exemployees. All such payments
become debits to his ledger account.
This record might be compared to a
joint bank account between you and
your wife. You make the deposits and
she writes the checks. In this case, the
employer makes the contributions to the
fund, and the Commission writes the
checks to the unemployed workers and
charges his account. A balance of this
account is taken once a year. This
balance is compared with the employ
er’s average annual pay roll, and if such
balance exceeds 15% of the average
annual pay roll, a 1% rate becomes ef
fective for the following year. If bene
fits charged back to an employer’s
account exceed the contributions which
he has paid into the fund, then a 4%
rate will go into effect for the succeeding
year. The rates are graduated between
1% and 4% depending on the size of the
credit balance.
If a worker has worked for more than
one employer and later receives benefits
for unemployment, such benefits are
charged back in the inverse chronologi
cal order in which the employment oc
curred, i.e., the last employer is charged
first and so on back. No one employer
can be charged more than $65 per
calendar quarter or one-sixth of the
wages paid such worker, whichever is
the lesser. In some cases it will not be
possible to charge all benefits against an
employer’s account, in which case it
becomes a charge against the pool.
As accountants, you have already
visualized some of the difficult prob
lems which will be encountered in put
ting into effect this part of the law. It is
obvious that some record must be made
of a worker’s actual quarterly earnings
in order to determine the limitation of
the charge-back to each employer’s
account.

Simplification in Benefit
Payment Procedures
In most states the right to benefits
depends on a worker’s earnings prior to
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becoming unemployed. Thus, most
states have laws providing that a worker
is eligible to benefits only if he has
earned from twelve to sixteen times his
average weekly wage during the four
calendar quarters preceding his unem
ployment. Ohio has a somewhat pecu
liar, or may I say unique, provision in
stead of this one. Our law states that if a
worker is employed in twenty weeks
during the last fifty-two weeks in cov
ered employment, he is eligible for bene
fits. Of course, the weekly benefit
amount depends on a worker’s earnings
being one-half of his average weekly
wage.
It is my belief that in Ohio all of the
information necessary to pay a worker
benefits can be obtained from a very
simple report at the time a worker is
separated from his employment. This
report would contain, in addition to
other basic data such as name and social
security number, the worker’s average
weekly wage, the number of calendar
weeks in which he has been employed,
and the reasons for his separation. Not
until a charge-back of such benefits for
purposes of merit rating at the end of
his compensable period, or possibly only
once a year, would additional informa
tion on the actual earnings of the worker
be necessary and then only in the
majority of cases from his last employer.

If the earnings from his last employer
were not sufficient to absorb the benefits
paid out, then the next previous em
ployer’s earnings reports would be
secured.
The Ohio Commission has just
passed a regulation requiring such a
separation report for the last quarter of
1938. If employers cooperate, as I am
sure that they will, in providing these
separation reports as required, it is
quite possible that the detailed, quar
terly earnings reports now being re
quired will be discontinued.

Concluding Remarks
The social-security act in the United
States, together with the unemploy
ment-compensation laws in all of the
states, has opened up the greatest field
of opportunity for the accounting pro
fession, I believe, since the inauguration
of the federal income tax in 1913. Many
of these problems are a challenge to the
accounting profession for a satisfactory
solution. If some of these problems are
to be solved, and they will be solved, it
will be done by the aid of trained men
from the accounting profession. The
crying need to-day under the unemploy
ment-compensation law is for simple
benefit-payment procedures which will
speed up benefit payments without sac
rificing effective administrative control.
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The Social Security Board: Some Relationships
to the Employer and His Business
BY HENRY P. SEIDEMANN
*

of the many ramifications dependent children. Of these three, the
of the social-security act, I shall largest aggregate amount of financial
confine my remarks today to a assistance, to the greatest number of
rather informal discussion of the rela

people,
has been through aid to the
tionships of a program for social secur needy aged. However, great advances
ity, such as is integrated in the social have also been made in extending more
security act, to the business and eco assistance than had been available be
nomic life of the community.
fore the passage of the act to the needy
The social-security act springs, of blind, and to dependent children, for
course, from a broad humanitarian merly known as mothers’ aid.
purpose. We have come to recognize
The children’s bureau of the Depart
that, inherent in the kind of civilization ment of Labor is charged, under the
in which we live, are certain hazards social-security act, with the adminis
and vicissitudes with which the in tration of programs for maternal- and
dividual must cope. Because they are child-health services, for services to
inherent in our civilization, we further crippled children, and for child-welfare
recognize that it is an obligation of services. The maternal- and child-health
Government to help the individual to services provide grants to states for
cope with them.
carrying out plans for furthering and
Among these major hazards are in strengthening state and local health
security in old age and insecurity be services to mothers and children, and
cause of unemployment. It is to set up for the extension of maternal- and
some measure of future safeguards child-health services in rural areas. The
against these hazards, when they ma appropriations for child welfare are also
terialize, that we have in the social in the form of grants to the states for
security act two broad programs—the protection of homeless, dependent, and
federal system of old-age benefits and neglected children—not direct aid.
the federal-state cooperative program
The social-security act also embraces
a program providing state extension
for unemployment compensation.
Eventually, as the force of these and strengthening of a program for
programs becomes more widespread vocational rehabilitation of the physi
and their benefits distributed, they will cally disabled, under the administra
become the bulwark of the entire pro tion of the office of education of the
gram for social security.
Department of the Interior.
The act also appropriates funds, to
However, before examining the set-up
and the potentialities of these two be allotted to the states by the surgeon
systems, it is well to bear in mind that general of the Public Health Service,
eight other programs, offering various for extension of state health services,
types of social security, are also covered and to assist counties and other gov
ernmental units in maintaining ade
by the social-security act.
There are three types of public as quate public health programs.
Although these programs are some
sistance. These are: aid to the needy
aged, aid to the needy blind, and aid to times overlooked because unemploy
*Mr. Seidemann is treasurer of The Brook ment compensation and federal old-age
benefits occupy so much of the public
ings Institution.
ecause

B
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attention, their actual importance can come more and more widespread? For
not be overemphasized. In a way, such one thing, there is bound to be a
programs may be called the “ounce of change in the status of buying power
prevention worth a pound of cure pro and selling power, on a widespread
grams” of the social-security act. A scale. To accountants and business
small sum expended at the present time men, it is superfluous for me to labor
in advising mothers as to proper pre the point that one of the most grievous
natal care, in encouraging public health effects of a period of depression is the
programs, in preventing community shrinking of purchasing power.
sickness, will repay community, state,
You public accountants, as well as
you who are merchants, know how
and nation a thousand-fold later on.
There are a number of relationships immediately these effects are felt. And,
and economic benefits of special im as a period of economic depression be
plication to business, in connection comes more and more prolonged, the
with a broad program of social security. shrinkage of purchasing power becomes
Their significance becomes more ap more and more acute, until there is
parent through an examination of the almost a complete strangulation of any
purposes of federal old-age benefits and normal business flow.
One reason, of course, why there is
unemployment compensation.
The federal old-age benefits program such an almost immediate curtailment
has as its major objective the payment in purchasing power is that the average
to aged workers, when they retire from wage earner has nothing to fall back on
commerce and industry, of an assured when such depressed periods occur.
monthly income as long as they live. The man who suddenly finds his em
Unemployment compensation provides ployment stopped is almost immedi
for the payment of a specific amount, ately out in the cold, as far as purchas
varying according to the provisions of ing power is concerned. If that man,
the several state laws, over a definite on the other hand, had some sort of
period of weeks or months, to the financial income to sustain him over at
worker when he is unemployed. The least a portion of his period of unem
two together are intended to afford the ployment, he would not have to with
worker some measure of financial secur draw so abruptly from the broad
consumer market. That is one of the
ity when it is needed most.
The first payments under an un economic benefits of a broad system of
employment-compensation law became unemployment compensation.
I hasten to add that this is all that
payable in 1936 in the state of Wis
consin. In twenty-two other states, can be claimed for a system of un
they became payable for unemployment employment compensation. Unemploy
after January 1, 1938. In the other ment compensation is a temporary
twenty-eight jurisdictions, eight be cushion to absorb the economic shock
came payable for unemployment after which generally follows the transition
April, 1938, and twenty become pay from one job to another. It is no
panacea, and it is no cure-all. Don’t
able in the calendar year 1939.
Monthly retirement benefits under call it unemployment insurance, be
the federal old-age-benefits program cause there is no such thing as unem
become payable in 1942. Up to that ployment insurance. The only insurance
time, lump-sum payments will be made against unemployment would be other
to workers reaching age 65 or to their employment, and no one can guarantee
that.
estates if they die before that age.
I want to repeat, emphasize, and
What is going to happen as the pay
ments under these two programs be make it clear that the federal and state
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unemployment-compensation laws are
not to be interpreted as a complete
solution for all unemployment.
The laws are designed primarily to
provide some security for employees to
tide them over in periods of unem
ployment until they can be readjusted
in former positions or can obtain new
employment. As you know, large num
bers of employees are excluded from
the benefits of the social-security act.
Here in Ohio (employer of three or
more subject to act), as in the federal
act, that exclusion, or exemption if you
wish to term it so, affects a large group
of employees. I refer primarily to casual
labor which is not employed regularly
by any one concern and who during a
depression are, generally speaking, the
first to be laid off. On the other hand,
to have attempted to give this protec
tion to employees whose employers do
not contribute to the system for such
employees, would, I believe, have re
sulted in the imposition of a tax on
many employers which would have
been burdensome. In the design and
passage of some of the unemployment
compensation acts, they have, however,
provided for the inclusion of employees
who work for employers of one or more
persons, while the federal act excludes
employers of less than eight persons.
It is my opinion that the authors of the
legislation and the legislators, who
included one or more employees in their
respective acts, exercised forethought
and good judgment in extending this
protection to such employees who
probably need it more than those who
work for larger employers.
Under some of the state laws, pro
vision is also made for a reduction in
the tax where employers show a good
employment record. It was impossible
to determine in advance a definite rate
of reduction to apply in cases of sat
isfactory employment experience, but
since under both the state and federal
laws such reductions are not effective
until 1942, it will be possible to observe

the employment experience and records
of various types of employers, and then
to amend the act to provide for a
definite percentage of decrease in the
tax as the stability of the employment
records show to be just and proper.
This reduction in tax based upon stable
employment records applies to both the
state and federal tax and may reduce
the employers’ taxes to a very small
percentage in due course of time.
Within their limitations and for the
explicit purposes for which they are
projected, state and territorial pro
grams for unemployment compensation
will contribute immeasurably, when
needed, to sustaining contributions to
the purchasing market.
Federal old-age benefits will have the
same effect on a much larger scale, al
though it will naturally be some time
before these effects make themselves
felt. In the not too distant future, we
may expect to see some remarkable
changes here.
An interesting factor, in this, is that
federal old-age benefits may eventually
create an entirely new class of con
sumers.
As businessmen, I am sure it has
been your experience that people above
the age of 65 are not to any great ex
tent purchasers of commodities and
services. This could not be otherwise in
a country where of the estimated 7,500,000 people above the age of 65 at least
half are dependent. With the exception
of those who are domiciled in charitable
institutions and homes of various sorts,
most of these people are dependent on
relatives, friends, and the like. They
cannot, by the very nature of their
economic status, make any appreciable
contributions to a stream of purchasing
power. On the contrary, economically
they have a directly opposite and ad
verse effect, in that their very depend
ency tends to limit the purchases of
those who are keeping them to a very
few services and commodities. The
family which has dependents must
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spend a greater proportion of its in
come on the so-called major necessities
of life—food, clothing, shelter, furni
ture, and so forth. If these dependents,
though, were to have their own source
of income—steady, assured, unvarying
—they would not only remain custom
ers in the economic market, but they
would also release a larger part of the
income of the family on which they
would otherwise be dependent for the
purchase of a much wider range of
goods, commodities, and services.
These are some of the effects of a
social-security program which can be
foreseen now. There is one other aspect
of affording social security to those
who need it which merits the attention
of businessmen.
You will recall that Justice Cardoza,
in handing down the decision on the
validity of the old-age-benefits pro
gram under the social-security act,
mentioned the haunting fear of the
poor-house. Meritorious as its purpose
may be, there is very little doubt that
as a social instrument, the poor-house,
the county farm for the aged, and sim
ilar institutions are of negligible value.
But, in addition, there is a hard dollarsand-cents problem involved here. One
of the most costly forms of social service
is the so-called poor-house. In relation
to the number of beneficiaries, it is
amazingly expensive. That system is
paid for by yourselves, chiefly through
taxation. Also, you carry the burden
of relief in your community, and of
various types of public welfare and
social services.
I do not mean to imply that under
the social-security act all this will disap
pear as if by the motion of a magic
wand. But I do believe that as our sys
tem of social security grows, as its
benefits are extended to a larger pro
portion of the population, the need for
so many diverse and unintegrated pro
grams for social service will become less.
That is why the costs of this pro
jected system of social security cannot

be properly considered new costs. Al
though they may not appear on your
books and cost sheets, you pay and
have always paid for the maintenance
of the unemployed, the aged, the
needy, and the blind. Under a unified
system of social security, we have a
new, more orderly, and more compre
hensive method of getting as much as
we can for these costs. Just as you in
your business employ techniques of
advance planning, budgeting, account
ing, and setting-up of reserves for future
contingencies, so under the social-se
curity act you will apply similar
techniques for the major problems of
economic dependency.
Before I conclude, I cannot urge you
too strongly as accountants and busi
nessmen, as close observers of the
flow of purchasing power and of con
sumer markets, to let those charged
with the administration of the social
security act have the benefit of your ex
perience and observations. Only through
a constant interchange of such experi
ence and such observation can the act
attain the effectiveness and service for
which its administrators are striving.
The Social Security Board wants you
to be cognizant of its problems, just
as it is of yours. The Board realizes that
the act imposes certain obligations on
the employer. It appreciates his prob
lems in the carrying out of those obliga
tions. I assure you that one of its chief
objectives is to make those obligations
as simple as possible in execution.
The states, too, are moving in that
direction. As a case in point, you will
no doubt be interested to know of the
steps which are being taken by the
various states to simplify employer re
cording and reporting procedures under
the various state unemployment-com
pensation laws.
Administrators of such laws are ap
preciative of the fact that the amount
of record-keeping and reporting re
quired of employers should be kept to
the minimum consistent with proper
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administration, and are working to basic records for reports required under
wards that end. This can be particu title VIII of the social-security act and
larly noted in the more recently under the state unemployment-com
approved unemployment-compensation pensation laws. Also the states, of
laws, where legislators had the advan course, can use for their own records
tage of the experience gained by ad the social-security account numbers
ministrators of the earlier laws passed.
assigned under the federal old-ageThe most important development in benefits program.
The problem of simplification of rec
the field is that relating to the method
of calculating benefits. In many of the ord-keeping and reporting required of
more recently enacted unemployment employers has been given a great deal
compensation laws, benefits are based of attention by the Interstate Confer
on the worker’s prior earnings rather ence of Unemployment Compensation
than, as formerly, on his past weeks of Administrators. The Conference has a
employment. Under the newer “earn standing committee on accounting, re
ings” method of calculating benefits, cording, and reporting practices which
only records of individual employee’s is studying all phases of the question
weekly wages are required. Under the and periodically makes recommenda
older method it is necessary to keep tions to the Conference for adoption by
detailed records both of past wages and the states. The aim is to develop uni
form reporting methods by all the states
of past weeks of employment.
The added simplicity in record-keep insofar as this is consistent with the
ing, reporting, and administrative pro requirements of the various state laws.
cedure made possible by the “earnings” Because the great majority of state
method of calculating benefits is so laws allow the administrators a good
apparent that many of the older state deal of latitude in matters of procedure,
unemployment-compensation laws have record-keeping, and reporting, the proc
been amended recently and the newer ess of simplification can be achieved
method adopted. In New York, where with comparative rapidity.
In matters such as these, through
the unemployment-compensation law
was amended, the former Industrial mutual cooperation and mutual desire
Commissioner, Elmer F. Andrews, es to aid and solve each others problems,
timated that in addition to the greater both the Social Security Board and
convenience and economy for employ those who are participating in the act
ers, the change would mean a saving which the Board is administering, can
of about $500,000 a year in administra fully realize the objectives and pur
tive expenses of the State Division of poses of the social-security act.
I have gone into some detail on this
Unemployment Insurance.
Another trend in this direction is the specific problem because, as I said, it is
movement by some of the adminis of special interest to you and your
trators of unemployment-compensation clients. Also, it furnishes a concrete
laws to bring their reporting require example of the all-important fact that
ments into closer relationship with with experience comes change and
Internal Revenue reporting require growth. Let me close by expressing my
ments under title VIII of the social confidence that your contributions to
security act. As an illustration, some of the act’s growth will be substantial and
the states are now asking for pay-roll constant, and that the spirit of your
reports similar to the new SS-1A, quar participation will strengthen the Social
terly pay-roll reports of individual Security Board in realizing to the full
worker’s earnings. This makes it pos the noble purposes of the social-security
sible for employers to use the same act.
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BY J. BROOKS HECKERT

philosophy and practice of voyage through. If he lacks skill, disas
business management is being sub ter is certain. If he possesses skill, but is
jected to a most critical analysis. motivated only by selfish ends, he bids
This analysis is being directed to both
fair to become an economic pirate and a
the scientific aspect of business practice menace to all legitimate commerce.
and the ethical basis upon which such Only as the ranks of business leaders are
practice rests. Business management is freed of both the unskilled and the
being contemplated both as a produc greedy can the ships of commerce make
tive enterprise and as a social trust. their full speed toward the ports of
Much study is being directed to an social enrichment and well-being.
understanding of the task and responsi
Managerial Skill Essential
bility of the business executive. It is
recognized that such executives have
While we are well past the time when
come to be a most important agency in the ethical and social aspect of business
the guidance of our economic activity. management can be disregarded, when
If the march of industrial progress is to the only concern of the business leader
continue uninterrupted, business lead is profit at any cost, when scientific
ers must be skilful, intelligent, and method is confused with exploitation,
motivated by a social interest. Without yet a benevolent spirit is not enough.
this, there is serious question whether Together with a reinvigorated social
our present economic institutions can conscience, there must be continuous
be maintained.
refinement in the science of manage
ment—more intelligent planning, better
Complexities of Management
coordination and facilitation, more ef
Greatly Increased
fective direction and control of effort,
Our economic structure has become more accurate measurement of and
tremendously complex and such com reward for performance, and greater
plexities will continue to increase. As security for workers and investors.
the manager takes command of the Wastefulness and inefficiency of man
modern business craft he must direct its agement is no more to be condoned
course through social and political cur than greed. In brief, there must be a
rents, the courses of which are con high degree of managerial skill and in
stantly changing and increasing in telligence as well as honesty of purpose.
swiftness. The economic storms appear
The Management Task
to be no less severe. His own craft is one
of far more sensitive direction and tech
It is the task of management to deter
nical complexity. The instruments of mine the needs and desires of consumers
direction and control are vastly im for goods and services, to assemble and
proved, and the personnel at his com organize the agencies of production
mand is more highly skilled. To be sure, and distribution for the satisfaction of
the seas are somewhat better charted, these desires, and to direct and coordi
but upon the commander still rests the nate these agencies efficiently. It is a
responsibility of selecting the course, continuous task. Needs and desires are
equipping the vessel, organizing the constantly changing, new products and
crew, coordinating their effort, and in services must be constantly developed
spiring them with the heart to see the and perfected which will add to our
he
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well-being and enjoyment, and new
agencies of production and distribution
must be developed which will accom
plish the results with less effort.
In the execution of this task, the
business manager must direct his effort
to the establishment of guiding policies,
organization of forces, plans and pro
grams of immediate action, and the
direction and control of his forces in the
execution of the plans. He must concern
himself with such considerations as con
sumer demand, tools of distribution,
perfection of products and services,
selection of production facilities, organ
ization, personnel relationships, and
acquirement of capital.

which the business executive is able
to direct and control operations which
reach beyond the range of his own per
sonal observation and supervision. There
can be no question but that the execu
tive who is best informed about his
operations is in the best position to
manage his business profitably.
The Functions of Accounting
It is difficult to reduce to a concise
outline the functions of accounting.
Circumstances of business operation
vary widely and the successful account
ing executive must bring to his task a
high degree of initiative, constructive
thinking, and analytical ability. There
are, however, certain basic functions
toward which the accountant must
direct his effort. These may be stated
as follows:

Accounting as an Aid to
Management
One of the chief aids to management
in making its efforts fully productive is
1. To assist management in determin
modern accounting. It is to the account
ing policies and in making plans for
ant that the business manager must
their execution;
turn, more than to perhaps any other 2. To assist management in the direc
aid, for guidance in the direction, con
tion, coordination, and control of
trol, and protection of the business. To
operations;
extend the maritime figure, the account 3. To maintain records and procedure
which will adequately protect all
ant is not the commander of the ship—
interests related to the business.
that is the task of the chief executive—
but he may be likened to the navigator,
Method of Approach
the one who keeps the charts. He must
The work of the accountant may be
keep the commander informed as to
how far he has come, where he is, what approached from either of two view
speed he is making, resistance encoun points—that of operating functions or
tered, variations from the course, dan that of managerial functions. In the
gerous reefs which lie ahead, and where former, consideration must be given
the charts indicate he should go next in to the assistance which the accountant
can supply in the work of sales, pro
order to reach the port in safety.
Emerson once said, “There is no duction, finance, purchasing, etc. Here
more terrible sight than ignorance in difficulty arises due to the fact that
action.” Again, it was Gantt who said, operating problems are interrelated.
“There is no moral right to decide on a Production operations depend upon
basis of opinion that which can be selling operations and vice versa, finan
determined as a matter of fact.” There cial operations depend upon both pro
is no place for the rabbit’s foot execu duction and selling operations. It is
tive in modern business. The successful difficult to interpret accounting data
manager must know and use the instru relative to one without consideration of
ments of guidance and control at his the others. In the latter, consideration
command. The use of modem account must be given to the assistance which
ing and statistical data is the means by the accountant can supply relative to
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the managerial tasks of planning, direc
tion, coordination, and control of opera
tions.
Here, again, there is an interrela
tionship. Plans for sales depend upon
financial and production plans; plans
for production depend upon sales plans;
sales volume is affected by prices, prices
by costs, costs by volume, etc. It must
be apparent that by neither method
can the problems be entirely isolated.
As the accountant approaches the
task in his particular concern, he will
find it desirable, first, to view the task
from the standpoint of broad mana
gerial functions; that is, what can be
done to assist management in establish
ing policies and in making the plans;
next, what assistance can be given in the
direction, coordination, and control of

operations; and, finally, what procedure
is necessary to adequately protect all
interests. Secondly, he should view each
managerial function from the stand
point of individual or divisional opera
tions. Specifically, what assistance can
be given to general and functional
executives in making the plans for sales,
research, production, finance, etc.; what
accounting and statistical data are
needed for the control of sales, pur
chasing, production, costs, and main
tenance; and what individual tasks are
necessary for protective purposes?
The purpose of this round-table dis
cussion is to center particular attention
upon those methods and devices by
which the accountant can make his chief
contribution to efficient planning, direc
tion and control of business.
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Recent Trends in Budgeting
BY HORACE G. CROCKETT

AM not going to try to tell you of much work. It is up to him to define
the virtue of budgeting. There what he wants, and it is up to the
have been many books written maintenance foreman to give a fair
about budgeting, many of you haveestimate of the cost and then live up to
been practising it, to some degree at it. It may take some time to work this
least, therefore, I assume you all know out so that each accepts his proper
a lot about it. I am going to try to tell share of the responsibility, but it can
you very briefly of some of the more and should be done.
Where does the responsibility of the
recent trends in budgeting, and I should
first like to make this statement: You maintenance-department foreman be
cannot have a good budget without gin and end and where does that of the
good organization, and the lack of a foreman of the department begin or
good organization has probably been end? That brings us to the second
the principal cause of failure of budgets. point, which is, how far down in the de
If you will think of that a minute I partment do we go in the preparation of
think you will realize how true that is. a budget. I have found that in a great
You cannot ask a man to be responsible many companies the controller or the
for expenses and for their control unless budget director seems to think that he
you give him authority over those ex alone has to set up the budget. He does
penses ; and you must clearly define the most of the work himself, and while he
lines of authority and responsibility, starts out with the theory that “I am
not just at the top but all the way down only going to analyze some figures and
to the last minor executive. If you do give them to somebody else and help
that you will improve your organiza him set them up,” he usually ends by
tion and you will do a lot of other worth setting up the entire budget himself. He
while things besides just setting up a may talk to somebody a little and get
budget. You will clear away a lot of de an idea of what the sales are expected
bris and get a much more efficient, to be and the cost of some other projects
smooth-working organization.
which the management has in mind, but
It is not very much of a job to help a he sets up the budget and hands it to
foreman set up a budget for his direct the foreman or department head and
expenses. There are a few complica says, “There’s your budget.” That is
tions, although they are not very seri not going to get you anywhere. That is
ous, when you try to have him budget imposing a budget on a man and it is
some of his service expenses. The main just like giving your wife a hundred dol
tenance department is a very good ex lars a month to run the house, without
ample. The maintenance-department giving her any opportunity to say any
foreman should, of course, control the thing about what the household ex
overhead expenses of his own depart penses are, what she has to pay for food
ment and the labor rates and perhaps and clothes and rent and other things.
Many budgets fail to get anywhere
the cost of some of the materials he
uses. But if he is serving another de because they are established arbitra
partment, in the way of doing some re rily and are not arrived at through in
pair work, who is going to budget that? telligent cooperation. If the foreman or
The foreman of the department served, the department head understands what
of course; he really contracts for so it is all about, knows just what his re
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sponsibilities are and is given sugges
tions as to how he can control his ex
penses, he will help to set up a budget
which he will really try to live up to.
The length of the period to be covered
by the budget, of course, depends very
largely on the type of industry you are
in. You may have a seasonal business of
one season in a year or two seasons in a
year,—or you may have a fairly stable,
steady business that runs pretty much
on a level for twelve months of the year.
It is practically out of the question to
set up an accurate budget for a full year,
but you should do the best job you can,
realizing that your forecast of sales and
therefore of expenses may be accurate
for not more than two or three months.
That at least gives a picture of what the
profit results may be for the expected
volume and may indicate some prompt
action to improve the situation.
That budget should be revised every
month or at the least every three
months. That may seem to be quite a
job, but after the machinery for budget
ing has been set up it isn’t very much of
a job. It becomes only a matter of
mathematical calculations to revise it
each month.
That brings us to the question of the
flexible budget. Setting up the budget
for a year ahead and then adjusting it
up or down every month as you think
volume is going up or down means that
you must have a flexible budget. I have
heard about flexible budgets for a long
time. I do not know why they should be
surrounded with a lot of mystery or why
people think they are terribly compli
cated and almost impossible to do. In
my opinion a flexible budget is just as
simple as any other budget. The only
difference is that you determine for labor
or for material or for items of overhead,
what your expenses are going to be for
any given volume of sales or rate of
production. In setting up any kind of a
budget you must have certain unit
standards—unit costs, if you want to
call them that, but I prefer to say unit

standards. In budgeting material or
labor, for example, it is a comparatively
simple matter to calculate the budget
for any volume, as that is the number of
units times the standard unit costs of
material and labor.
The only difficulty or complication
comes in the items of overhead which,
of course, do not lend themselves to
that treatment quite as easily as ma
terial and direct labor.
You are familiar with the terms
“variable expenses” and “fixed ex
penses.” It is only a question of analysis
to determine what expenses are fixed,
and what are variable, whether they are
wholly or only partly variable, and to
what degree they change with different
volumes of production or sales. Having
determined those facts it is quite a sim
ple matter to determine what the
budget should be for any volume.
To go back now to the question of
cooperation in setting up a budget, I be
lieve you should have the help of the
salesmen in budgeting their expenses
and in setting up their sales quotas.
Most salesmanagers will say, “How
can anybody foresee or foretell what
products are going to be sold or in what
quantities they are going to be sold? I
do not know what the buying public is
going to do.” You never reach perfec
tion, of course, but if you set up a goal
and then really try to reach it, you will
probably accomplish a lot more than if
you do not set up any goal at all.
A salesman usually knows a lot more
about his territory than he is given
credit for, and if you put the job up to
the salesman to set up his own sales
quota, and his own budget of expenses
that he has within his control, you will
be amazed at how good a job he can do.
He may not do a very good job at first,
but the very fact that he has to do it is
going to be a liberal education to him
and probably a liberal education to the
entire management. He will have to say
to himself: “I wonder what that cus
tomer is going to buy this year or next
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month or the next six months?” He will entirely a matter of production plan
probably have to get a little better ac ning and that department alone cannot
quainted with his customers than he is, do a thoroughly satisfactory job. A
and he will begin to think of his various thoroughly satisfactory inventory budg
prospects. If he once sets down that he et must be coordinated with the sales
thinks he is going to get an increased quota and also with the production
volume of sales from one customer or program.
When starting a budget, for instance,
land another prospect, he is probably
going to make a determined effort to do you have a certain amount of inventory
on hand and you have the sales quotas,
it.
You will have done two jobs: You will and you are naturally planning to have
have a good measure of what expenses certain goods on hand at certain times
are going to be and, therefore, what in order to meet the required sales de
your net profits are going to be, and you mands. There is always a very definite
will also have done a pretty good job of relation, or there should be, between
analyzing your territories, customers, sales orders, and production, and ship
prospects, etc. It is going to make you ments, and inventory. A budgeted in
think about your advertising, and as ventory only means maintaining that
you distribute these expenses to terri relationship. For example, we are work
tories and finally to salesmen, and you ing now with an industry that sells 90
begin to wonder, “Why does not this per cent of its product for the entire
territory produce a profit?” or “Why year in the months of January and
should it not produce more?” Then you February, but the product is shipped in
may find that you are spending a lot November and December. The sales
in advertising in a territory that isn’t men start out on the 26th of December
worth anything, or that you are doing and by the end of February they have
some other sort of unproductive sales sold 90 per cent of the year’s volume,
promotion work. You may find that but final detailed specifications may
you are carrying a territory that hasn’t not be approved until later, and most
sufficient possibilities anyway and maybe of the work must be done during the
spring and summer. The company can
you had better be out of it.
So you learn a lot just by going do a good job of selling and yet lose
through the motions, you might say, of by having, because of their endeavor to
setting up a budget or a quota, whether keep this equipment busy all the year
or not the figures are worth anything to round, an excess inventory of items that
won’t sell. Planning and budgeting in
you later on.
As to the question of carrying the ventory would avoid this. It only means
budget beyond sales and expenses to in maintaining this proper relationship
ventories, cash, receivables, and pay between orders received, shipment,
ables, we can set up a pretty good budg production, and inventory on hand.
You may say that carrying this
et that stops with expenses and manu
facturing costs and sales and does not budget through to cash receivables and
go any further, but that is just about payables is like decorating the lily, but
half the job. With a good budget of ex there again I would say it does not cost
penses, you can do a good operating job, very much to go a little farther and do a
and you can sell, and make some money thoroughly complete job. It is a per
from selling, and then lose it all because fectly simple matter to budget accounts
you have excess inventory or find your receivable and payable. It just means a
self out of products you ought to have little extra pressure on your accountson hand to sell, because you haven’t payable department or your purchasing
budgeted your inventory. That is not department to have them time their
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purchases and time their payments in
line with your budgets, so that goods
come in at the right time and are paid
for at the right time to keep the whole
thing in balance.
Now we come to the last question
which is, “What do you do when some
body does not live within the budget or
exceeds the budget?” Well, there isn’t
any rule for that, of course, except that
if management isn’t back of this budget
and isn’t going to use it and enforce it,
obviously it won’t get anywhere. Many
budgets fail because management thinks,
“That is all right for the people down
the line and they must live up to it, but
I don’t have to. If I want to put on an
extra clerk or to hire an extra secretary

or to do something else, I can do so.”
I think management must make up
its mind in the beginning that a budget,
once set up, means just as much for
management as it does for anybody
down the line. Everyone must under
stand that the budget really means
what it says—that while it may be
figures on paper, it actually means
dollars and cents given to an individual
to run his department. He must realize
that that is all there is for him, and if he
feels he must exceed it he must get ap
proval from somebody higher up. If he
has to go through enough red tape to
make him realize he is violating some
rule, he isn’t going to do it a second
time if he does not have to.
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Application of Standard Costs to Distribution
By Charles Reitell*
this afternoon is, at in, so to speak, to some definite unit.
Sales outlets are of different types:
best, ‘ ‘ half-baked ’ ’—not because I haven’t tried to do my the retail outlet, the distributor outlet,
best in preparing it, but becausethe
thechain, mail order, etc. In other
subject itself is very much like an words, there are different classifications
uncharted sea. In discussing the appli playing entirely different roles in the
cation of costs, more particularly stand cost picture and in the budget figure.
Then there is a breakdown of the
ards and budgets, to the field of distri
bution, I do not want you to feel that functional effort assumed by salesmen,
I have any final answer; whatever con which is in part a breakdown of geo
clusions I draw have to do only with graphical or territorial operations, and
procedures we have actually put into we must consider also the four distribu
tive features: delivery, advertising,
practice.
In my paper today I apply the same selling, and administration.
The purpose of the whole procedure
fundamental principles to distribution
that standard costs has so well done in is this, to ascertain net profit realiza
the field of manufacturing and fabri tion by product or groups of products,
cation. I think I can make no better in a given territory, through a type of
start than by demonstrating the close sales outlet. That means that we do not
parallel that exists between the appli stop at gross profit. It means that we
cation of standards and budgets to take delivery, advertising, selling, and
administration and, as far as is humanly
distribution and to manufacturing.
In manufacturing, unit costs are set possible, not only analyze costs by
up. In practically every establishment these different types and kinds of
there are the cost elements of direct outlets and products and territories,
labor, direct materials, and overhead. but, if you please, set standards and
Those cost elements are broken down determine definite variances.
The starting point which I have
by units of goods produced. Likewise,
costs are broken down by departmental found most practicable is to develop a
structures, and in many cases there is a profit plan. Take a brewery as an
illustration. In this profit plan, there is
more refined functional breakdown.
In distribution, there is much the on the right side of the chart standard
same procedure. The unit here may not costs for brewing. Under those standard
be the unit used in production costs, costs there are standard labor, standard
but may take the form of a package. material, and standard overhead. There
For instance, the milk that goes into are standard costs for racking the beer,
a paper pint bottle is the same product which means putting it into kegs;
that goes into a glass quart bottle; standard costs for bottling; and stand
likewise, the beer that goes into a big ard costs for service costs such as
wooden or steel or aluminum keg is the power. Those, summed up, provide the
same beer that goes into a tin can or a standard costs for manufacturing.
On the distribution side, there are
glass bottle. In short, the unit becomes
a merchandising rather than a produc standard costs for deliveries, broken
tion unit, but still we tie ourselves down by territorial zones, and there are
* Mr. Reitell is a management engineer, with standard costs for advertising, broken
down by zones and by types and kinds
Stevenson, Jordan & Harrison, New York.
y talk
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of packages. Selling expense is broken
down in the same fashion. So also with
administration. It is net profit realiza
tion budgeted by territories, by types
of sales outlets and by products, which
constitutes our goal.
That profit plan calls for certain
definite things, which I think we will
all agree upon—particularly those of us
who have been working in the field of
standard costs. It calls first very defi
nitely for an analysis of sales in terms
of plant capacity, or working out what
we call normal capacity in our standard
costs calculations. The plan also calls
for the setting up of flexible budgets
wherever necessary, particularly in the
delivery field, not unlike the flexible
budgets that we are accustomed to in
manufacturing. The third requirement
is for good statistical analyses providing
trend pictures from month to month.
If I have time I will show that it is
not necessary to set up any of these
standards or budgets in your double
entry system. We do so in standard
costs for fabrication only to take care of
the inventory situation. But it is neces
sary that those standards and budgets
for distribution be set forth in the
statements, thus providing for execu
tives an analysis of variances for dis
tribution.

ing product: A case of twenty-four
twelve-ounce bottles is used as unity,
expressed as 1.00. It so happens that it
takes eight of those to make a barrel,
as far as truck space is concerned. A
case of steinies makes only threequarters of a unit, a carton of tin cans
is only half of a unit.
With milk, the situation is more
complex. The unit is a quart bottle of
milk in glass, and the other products
are related to it. Cheese, eggs, butter,
and other miscellaneous dairy products
may go into your delivery wagon or
truck or perhaps freight car.
After we have the common denomina
tor, we next consider the distance
factor, which gives us case miles per
distributor or per route or per terri
torial zone. There are two things that
must be worked out: space and weight.
Usually in truck delivery space is the
dominant feature, but where there is
distribution of bottles of glass with
paper containers, the weight factor
appears and truck limitation may not
be one of space as much as one of
weight. Where those two factors show
up in interplay, then the engineering
studies must decide the portion of each.
I haven’t time to develop the delivery
variances in detail because there are
more important variances which I
want to discuss at length. But let us
Delivery
briefly discuss them. There is first, the
Perhaps it would be best to take up cost of the normal volume budgeted;
delivery first. It is amazing, indeed, in second, the cost of what was delivered
how many industries delivery plays a at standard compared with actual. An
very large part in distribution costs. unfilled truck—a truck, for instance,
In the milk industry they stand out as that is delivering in an off-season period
one of the largest costs. In the beer —brings into play a variance due to no
industry, too, they are a very important other reason than the volume factor,
part of the whole.
and we set that forth as a delivery
Now the first thing that we have volume variance.
accomplished where we have set up
Then there is another type of vari
standards for delivery, particularly in ance. Standards are set for a certain
a business with multiple products, is to volume of each type of unit, but there
work out a common denominator which will be a shifting: there may be a
will supply a unit measurement for all larger percentage of quarts or of one
products. Taking as an illustration type of product. For example, cheese
beer, which is always a very interest may play a larger part. This shifting,
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of course, may make a variance in
delivery cost.
Again, there are variances in oil and
gas consumed, driver’s time, repairs and
maintenance, etc.

I have just completed a study of some
twenty distributors handling advertis
ing materials sent out from a central
company. Not pounds, but hundreds
of pounds of that advertising material
were under the counters. Wasted!
Why? First, the distributor did not
think it was any good; second, he said
he hadn’t time to distribute it. I can
remember a very interesting situation.
At one place there were twenty bundles
of display cards which were to be put
out before the 4th of July because they
had a patriotic appeal, and the 15th day
of July had come along and the dis
tributor hadn’t even unpacked them.
As I said before, you will often find
that the amount of advertising is out
of keeping with the amount that should
be allowed for a given territory in light
of the possible amount of net profit that
can be realized. For instance—in one
county in the western part of Pennsyl
vania the money spent on advertising
was more than double the amount that
could be absorbed in costs when the
full quota of sales was made.
If any good can be accomplished in
this budgeting of advertising, this
getting down to unit costs per products
per territory and relating them to net
profits, it should be done somewhat
like this: List across the top of a sheet
all the advertising media that are
needed. There will be radio, newspapers,
billboards—a whole raft of different
kinds of media. When that is done,
find out what share of the total budget
for advertising can be put into the
particular area in keeping with the net
profit budget. From that we calculate
how much advertising is allowed by the
zone, and therefore how much per unit
of sales. Then, of course, from there it is
clear sailing: for every unit sold we
clear from our budget against that
territory for the cost of advertising.
An exception to this procedure is
budgeting in new undeveloped terri
tory. You first discuss the situation
with your new local distributor, and

Advertising
The second standards for distribu
tion have to do with advertising. Ameri
can industry has wasted a lot of money
because it has not intelligently analyzed
the cost of advertising in relation to the
field where the advertising is spent.
Make no mistake about that! Very
often where I have made a careful
analysis of advertising, I have been
amazed at the lack of correlation be
tween the cost of advertising for a
zone and the amount of net profit
realized.
Analysis of advertising by zones and
the needs of those zones calls for care
ful study. Personally, I do not believe
that accountants, as such, are fitted for
that kind of work. There are advertising
experts who can tell us what type of
advertising is best for a given territory.
In the Poconos you hope to have a
summer crowd come in from New York,
Philadelphia, and perhaps New Eng
land. It would be foolish, indeed, for
you to put much advertising in the
local newspapers. On the other hand,
if you are selling in a little town such as
Pottstown or Elizabethtown—one of
those little Pennsylvania Dutch towns
which are very strong in group feeling—
your advertising definitely must be in
the media of the local newspapers.
There are several important steps in
budgeting for advertising. First, we
must establish the amount of advertis
ing to go into each geographical zone;
second, we consider budgeted sales by
products for each zone so as to get a
standard advertising cost; third, and
most important, we must select the
proper media and see that that media is
serviced. In other words, we must set
up a particular budget for servicing
advertising.
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after discussing it with him and seeing
what he thinks is needed, you canvass
the place, find out what the possible
volumes of sales are, and determine
what media are to be used. On the basis
of your findings, you set up a rather
arbitrary amount for budget purposes,
not yet related to any standard unit
of cost of advertising. Then, when one
year has passed, that area becomes an
established area and takes its regular
budget. One company is using twenty
per cent of its advertising budget solely
for ploughing up new territory.

We now have vital information. We
change the volume unit into a financial
unit, a net-profit unit, by use of a com
mon denominator. For instance, you
will be amazed if I tell you that a salt
company with whom I happen to be
working has over 250 different kinds of
salt when expressed in different pack
ages. Obviously, you must classify
them, regardless of the type and kind
of package, and on the basis of net
profit. In other words, in the lowest
group will be those salts that have a
net profit of twenty-five cents or less
per ton.
Selling
The next group will be those that
Of course, in setting up distribution have a net profit from twenty-five
controls and budget standards, far and cents to fifty cents, and so on until
away the most important factor is that you get to the finest type of salt that is
of selling and that is why I want to made, with a net profit of perhaps
put a considerable amount of time on eight dollars a ton. We classify the
the selling budgets. I am going to start multiple units into a smaller number of
by putting on the board a chart of classifications based on the net profit
standard profits by products and by realization, under like-net-profit groups.
zones. Let us put across the top the
The next step is to interpret this to
different products: A, B, C, D, and E. the salesman. The salesman does not
Those products, remember, are each a think, unless he has been educated to
type of package—not what is in the do so, in terms of this financial unit. He
container, but the container with the cannot think of a financial milk bottle.
contents in it. Two, for instance, may He cannot think of a financial keg of
have exactly the same contents but beer. A keg of beer to him is a certain
be of a different size and shape and number of gallons. A case of beer is
have a different profit factor. We also twenty-four bottles. In other words, he
show on the chart zones 1, 2, and 3. knows the volume factor, but he does
We have another unit here: the net not know it expressed in net profit
profit of the most important commodity realization, and I am not so certain he
in the local zone, or the biggest zone, has to know, provided you give him a
or the nearest-to-factory zone. Let us key whereby he can express what he
say it happens to be D. D represents the sells in terms of these net profit units.
net profit realization to which we are He may be budgeted for so much
going to relate the net profit realization physical volume—then, when his actual
of all other products. (Common de weekly sales come in, he multiplies both
nominator again!) For instance, that budget and actual by the net profit
same product in zone 2 may factor value units.
.93; in zone 3, .87.
This has the effect of guiding sales
If we were taking beer, for instance, effort to the more profitable items. It
there would be $1 net profit per barrel also makes it possible for you to shift
in keg goods in zone E. The profit on a sales effort very quickly. By changing
barrel when it is put into 12-ounce the value of the net-profit units, you
bottles would be $2.60—and in the can automatically change the direction
same zone E.
of the salesmen’s efforts.
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There is a very important interplay down with the salesmanager and the
between the manufacturing and the district salesmanager, work out what
sales as regards the salesmen’s volume we think is a sound possibility for a
variance. You must stimulate salesmen given zone and for given salesmen.
not only to sell the product with the Naturally it is impossible to be 100 per
greatest net profit, but to keep through cent accurate. We cannot hope to be.
a long-distance view a balanced rela As I see it, particularly in distribution,
tionship between productive capacity this setting up of budgets and standards
and sales effort.
is planning before the act, it is thinking
Now let us consider expenses. Ob ahead of time and not after the event
viously, the budget by which compensa has happened. It lays a road map—I
tion for the salesman in a zone at low know of no better expression—not
net-profit realization is measured can only for salesmen, but for the controller
not be used to measure compensation in analyzing how far his concern is
of a salesman in a high-profit realization off the trail in profit realization and
zone. In working out sales compensa just where it has gone off.
tion, each zone must be considered in
Administration
the light of its own value units. A slid
We
come
to administration. The
ing scale—an engineering curve will do
it—will show the expense allowances of large concern can do much in the way
the different volumes for a given sales of setting up standard administrative
man working in a given zone. Through costs per unit. I shall mention only one
that control it is possible to see how a example—cost of office personnel. In
salesman stacks up both in terms of his hiring, we can set up for the office
expenses and the net-profit realization manager a program of what he can pay
coming from his individual efforts.
for different kinds of help. A typist
To go a step farther, where you have starts at a given figure, say. Each year,
several salesmen working under a dis because of service—not as a promotion
trict salesmanager, that district sales- —she gets an increment of $5 a month.
manager has a quota, not of volume, At the end of the third year, unless she
but of net-profit units expressed by has been promoted to another job—
adding all the net profit unit values of that is, from one function to an entirely
all the salesmen in his area. By setting different function—she is at the end of
up such a control for him, you are doing salary increases.
The steps in promotion are well
the same thing that you did for the
salesmen, and his expenses are related planned. The girl who is working on a
to the total value units for his terri voucher desk can eventually become
assistant auditor, a girl who is a typist
tory.
Next is the matter of making up a can become a private secretary, and so
sales quota. Naturally that is important on. There is a definite salary scale
because, if the quota is too heavy, the applying to all positions. What happens
task of the salesman is consequently as a result of that? Of course, there
too hard and his enthusiasm suffers. must be a degree of flexibility; the
We attempt in certain industries to president may see a person he wants for
analyze what the sales have been in a particular job and pay more than the
the past. We take trading areas and set scale provides, but that is treated as
up what we call a “factual activity variance.
It is the responsibility of the office
figure ” Right now the factual activity
figure is low, very low indeed. We apply manager to consolidate jobs whenever
that to our normal capacity sales he can and to put in mechanical appli
budget and by that process, plus sitting ances where he can to eliminate costs.
174

Application of Standard Costs to Distribution

Forms
A very important part of this subject
is the setting up of the proper forms.
The principle I have followed is to have
a summary profit-and-loss statement
monthly. I show net sales less adjusted
cost of sales, with an exhibit A at the
bottom. Exhibit A, then, takes stand
ard cost of sales and sets out the
variances for material price, material
yield, labor, total expenses, volume
expenses, and plus or minus gives the
adjusted or actual cost to sales. So that
from this lineup we have an ordinary,
actual profit-and-loss statement with
the analysis of the variances right below
in total. Similar sheets analyze each of
those variances in considerable detail.
That is common practice. I think all
of us have done that in standard costs.
We follow exactly the same principle
in setting forth our distribution vari
ances. I show my actual distribution
cost as a summary of standard distribu
tion costs plus or minus variances from
standards.
So much for the general statement.
Believe me, from the general statement
each one of those summary variances
is carefully analyzed and developed for
each of the different kinds of executives
who use them—very definitely fitting
the type of report to the specific needs
of the fellow who is going to get it. Just
as in the shop we have foremen’s reports
for foremen and superintendents’ re
ports for the superintendents and
general manager’s reports for the gen
eral manager, here we have the reports
for the general salesmanager, the dis
trict salesmanager and, if you please,
the variances even go out to the in
dividual salesman, because his com
pensation is based upon it.
I must repeat here that the distribu
tive variances are not determined on

the general books as are standard costs
for production. Distributive variances
are the difference between the actuals
that come through on the books and the
standards on predetermined notation
sheets which are not a part of the
double-entry system. Only on state
ments are shown budget data for
distribution.
Probably the most important re
porting that flows out of this plan is to
your salesmanager. Gross profit often
is a false god to follow, particularly in
those industries in which you have
heavy distributive expenses. In the
industries that I have mentioned, the
distributive expense all but equals total
production expense, including cost of
materials. In such a case, you see the
importance of not permitting any
sales budget policy to be built on gross
profit. You are forced to consider the
net, if you want a fairly true picture for
guiding policy. Therefore, in these two
illustrations which I gave, milk and
beer, we set forth for the salesmanager
and for every distributor outlet, for
each route and group of routes, a com
plete, standard cost structure, showing
the unit costs for each type. We have
virtually a net profit-and-loss analysis
of each distributor and in each zone.
It seems to me I might point out
some of the dangers. A distribution
cost and budget system does not lend
itself to the same sort of tools with
which we have established standards
in budgets on the fabrication side. We
have too many variables to get such
close precision, but that should not
dismay us because this sort of planned
control is so much better than plan
less guessing. We do approach a much
finer control than ever existed before,
and each year shows an improvement
over the previous one.
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Introduction
BY FRANK S. GLENDENING

special committee on savings attention of the office of the Institute,
and-loan accounts was appointed federal legislation respecting the con
by the president of the American duct of savings-and-loan associations
which may affect the practice of our
Institute of Accountants in the spring
of 1936. Its appointment was occasioned profession in that field.
The chief problem which remains
by the report that certain of the Federal
Home Loan Banks had been requesting before this committee is the revision of
insured building-and-loan associations a satisfactory program of examination
to use the examining division of the for savings-and-loan associations. A
Federal Home Loan Bank Board in limited number of copies of the present
having annual audits made, to the draft of this program are available at
exclusion of certified public accountants this meeting. This draft has been for
who had been performing that service. warded to state societies, to the chief
In April, 1936, two members of the examiner of the Federal Home Loan
Institute’s committee, accompanied by Bank Board and to the accounting com
the secretary of the Institute, met with mittee of the United States Building
representatives of the Federal Home and Loan League. Time permitting,
Loan Bank Board at Washington. The certain salient features of the program
Board’s representatives expressed a will be discussed this afternoon.
A minor obstacle to the preparation
very high regard for the accounting pro
fession, but cited one or two instances of our bulletin is a difference between
of accountants’ certificates which, in the terminology used by the Federal
their opinion, were not satisfactory. As Home Loan Board and that found in
a result of this initial meeting, the In recent publications of the American
stitute’s committee began the prepara Institute of Accountants. At the pres
tion of a program for the annual exami ent time the Federal Home Loan Bank
nation of savings-and-loan associations Board performs what is referred to as
for the purpose of publishing it and an “examination” of member associa
making it available to all members of tions, and for an additional cost the
the American Institute of Accountants. Board’s examiners will make a complete
During the past two years, this com “audit” which eliminates the require
mittee has been in communication with ment that a member association obtain
the accounting consultant and also the the services of a practising accountant.
On a competitive basis, a federal
director of education and research of the
American Savings and Loan Institute, examiner has the advantage for the
with the chairman of the accounting reason that the “audit” may be made
division of the United States Building by him in conjunction with his “exami
and Loan League and with the chief nation” and, therefore, he need not
examiner of the Federal Home Loan spend as much time as would the
Bank Board. The committee and the practitioner. Further, the use of franked
office of the secretary of the Institute envelopes by the federal examiner
have maintained contact with each of creates a saving which in many cases
these individuals and have obtained amounts to a substantial sum because
their cooperation in facing joint prob of the number of confirmation requests.
lems. In addition, the committee has in It has been reported that the manage
one instance been able to bring to the ment of a Federal Home Loan Bank is
he
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most persistent in its desire to create
more auditing work for federal examin
ers in its territory. This, however, does
not appear to be the purpose of the
Federal Home Loan Bank Board. The
Board’s spokesmen have asserted that
they do not wish to compete with cer
tified public accountants.
It is our object to complete and have
published this program through which
Institute members will receive a direct
benefit, and by education the criticisms
of accountants will be eliminated. After
this program has been prepared, the
next assignment of your committee
will be to review the Standard Account
ing Manual, published by the American
Savings and Loan Institute, in ac

cordance with the request of that
organization.
The subject of government com
petition with private accountants in
any field presents a problem which
deserves the attention of all members
of the Institute. This factor makes the
discussion this afternoon of interest to
all accountants, whether or not their
practice includes services rendered to
savings-and-loan associations.
We have been most fortunate in
obtaining the services, as speakers, of
gentlemen who represent the savings
and-loan industry and the Federal
Home Loan Bank Board, as well as
outstanding representatives of our own
profession.
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By John W. Ballard *
certified public accountant, a
member of the Institute, and
one who has done considerable
building-and-loan auditing, I feel that I
can meet with this group and discuss
some of the problems involved, from the
viewpoint of the independent practi
tioner, the savings-and-loan association,
and the Federal Home Loan Bank
Board.
The Federal Home Loan Bank Board
has done more to encourage the auditing
of financial institutions than some of
you probably realize. Regulations pre
scribe that insured institutions must be
examined and audited each year. Very
few governmental agencies have placed
an audit requirement in their regula
tions. The audit must be made by quali
fied independent accountants or by
examiners of the board. Let me empha
size here that the determination as to
who shall make the audit is a matter
which rests with the board of directors
of each and every insured institution.
The examining division of the Federal
Home Loan Bank Board does not dic
tate to the association who shall make
the audit. The examining division does
not solicit audits in connection with the
examinations. The examining division
does not engage in competitive bidding.
All we ask is that an insured institution
have a satisfactory audit. When our
examiners enter the institution and find
that such an audit has not been made,
then it is necessary under regulations of
the board for us to make an audit in
addition to the examination.
Some of the publicity regarding this
round-table discussion has contained
some quotations regarding audits which
were not satisfactory to the board.
as a

The words “satisfactory to the board”
have been in quotation marks and
would lead one to believe that we are
taking an arbitrary and stubborn stand
in reviewing audits of independent
accountants. Such is not the case, I
assure you. I wish there were time to
quote you some of the material I have
gathered in studying audits made by
independent accountants. In some cases
the associations secured bids on these
audits and awarded the audit to the
lowest bidder. The association received
exactly what it paid for. However,
practising accountants should be far
more specific in including in the text of
their reports the complete scope of their
audit so that we may more readily
determine the sufficiency thereof.
The adoption of the standard audit
procedure by the Institute will be most
beneficial to the accounting profession,
to the savings-and-loan association, and
to the Federal Home Loan Bank Board.
Naturally, the proposed procedure is
rather general and leaves much to the
discretion of the accountant. We would
appreciate it very much if the account
ant would be specific in telling us just
what he did when he audited the insti
tution. The association pays for and
deserves this information.
An accountant auditing savings-andloan associations will find the proposed
procedure but one of many items with
which he must be familiar. In addition,
he should be acquainted with:

* Mr. Ballard, at the time of the meeting, was
chief examiner of the Federal Home Loan Bank
Board.
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1. The standard accounting manual
for savings, building, and loan asso
ciations, published by the American
Savings and Loan Institute.
2. The rules and regulations for fed
eral savings-and-loan associations.
3. The rules and regulations for insur
ance of accounts.

Accounting Principles and Procedure

4. The accounting guide for federal
savings-and-loan associations.
5. Standard financial statements for
savings-and-loan associations.
6. The state law governing the opera
tion of the institution.
7. The federal home loan bank act.
8. The section of the national housing
act creating the Federal Savings
and Loan Insurance Corporation.
9. The standard examination form
drawn up by the accounting divi
sion of the United States Building
and Loan League, the National
Association of Building and Loan
Supervisors, and representatives of
the Federal Home Loan Bank
Board.
10. Savings-and-loan operation.
11. Federal Housing Administration
regulations.

In performing work, we have tried to
maintain reasonable charges. The sum
of $25 a day is billed to the association
for the services of a senior examiner and
$20 a day for a junior examiner. We
have no desire to cut prices or do work
on a contract basis. Our great aim is to
make a satisfactory examination or
audit for the Federal Savings and Loan
Insurance Corporation, the organiza
tion which has guaranteed the accounts
of the savings-and-loan association up
to $5,000 each, to perform this work as
quickly as possible so that the expense
to the savings-and-loan institution may
be kept at a very minimum.
In the organization of the Federal
Home Loan Bank Board and the vari
ous agencies operating thereunder, you
will find but one examining division.
This does the work for the Federal
Home Loan Bank Board, the Federal
Savings and Loan Insurance Corpora
tion, and for the Federal Savings and
Loan System. In addition, work is done
for the H.O.L.C. when requests are
received for such work. Our examination
or special investigation conducted for
the H.O.L.C. is usually made where
institutions have a substantial sum

invested in their shares by the H.O.L.C.
I have tried as far as possible to work
with reputable and qualified account
ants. A memorandum was sent out
recently to all district examiners en
couraging them to accept the work of
such accountants where in their opinion
they are satisfied that the auditor has
made a detailed check of certain items.
The examiners have been instructed to
check items since the date of the audit
and merely spot-check items prior to
that time. In doing this, we have placed
our faith in the work of reputable and
qualified accountants, and it is my hope
and belief that experience will justify
the position we have taken.
I do think there is one thing that
should be settled definitely right now.
The Federal Savings and Loan Insur
ance Corporation is underwriting the
risk in each insured institution, and I
believe I am safe in saying that the
corporation intends to examine such
institutions each year regardless of who
does the auditing.
One last question I want to cover
briefly. Publicity has come to my desk
where some accountants have asked
why the Federal Savings and Loan In
surance Corporation does not absorb
costs of examinations the same as is
done by the Federal Deposit Insurance
Corporation. If those who have raised
this question will study very carefully
our national banking system, its opera
tion, and capital set-up of both the
Federal Deposit Insurance Corporation
and the Federal Savings and Loan
Insurance Corporation, I think the
reason will be self-evident.
It has been a pleasure to be with you
this afternoon. We want to work in
harmony with accountants and to co
operate in every possible way.
There is no desire on our part for
friction. At the same time, though, our
primary interest is in the organizations
insured by the Federal Savings and
Loan Insurance Corporation. We want
them to have their audit or examination
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at a minimum of expense, we want the
audit to be complete enough so that it
protects the Federal Savings and Loan
Insurance Corporation, and it is im
material to us whether the board of

directors of a savings-and-loan institu
tion asks us to make the audit or asks a
good qualified independent accountant
in that community to do the auditing of
the institution.
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Standardization of Savings and Loan Accounting
by

George l. Bliss *

before you today a represent League to arrive at some standards of
ative of the consumer, caught be accounting. The first thing that the
tween the cross fires of the super accounting division did was to draft a
visory agents and the auditors, just anstandard report form, that is, to arrive
ex-manager of a savings-and-loan asso at an agreement as to the method by
ciation who got into the predicament which the financial condition of a sav
in which I now am because of a firm ings-and-loan association should be
belief that in the savings-and-loan busi presented. A representative committee
ness the management was seriously em of practical savings-and-loan managers
barrassed by the absence of uniform who had some tendency toward ac
statistics relative to the facts and fig counting got together and invited the
ures of the business. Along with many participation of the National Associa
others, in the desire to learn the facts tion of Building and Loan Supervisors,
and figures of the savings-and-loan the supervising authorities you see in
business on a nationwide scale and on a most of the states, and technicians
uniform basis, I soon came to the con from the Federal Home Loan Bank
clusion that before we were going to Board, which in 1932 was created to be
make any material progress in such an a central banking structure for the sav
effort, it was necessary to have a stand ings-and-loan business. After confer
ard accounting system as a basis on ences that lasted over a period of at
which statistics could be formulated. least two years, they developed a rather
The accounting division of the United simple report form for savings-andStates Building and Loan League, loan associations consisting of four
therefore, about six years ago set itself schedules: exhibit A, the statement of
very definitely on a program of march conditions, or balance-sheet; exhibit B,
ing toward a standard accounting base the statement of operations, or profitin the operations of savings-and-loan and-loss statement; exhibit C, the rec
associations. That was a problem that oncilement of the undivided-profits
presented complications, because sav account, and exhibit D, the reconcile
ings-and-loan associations were operat ment of the reserves.
When you look at it on four sheets of
ing under forty-eight different state
statutes and with forty-eight varieties paper it looks like a rather simple
of terminology, of accounting prac thing, but it took two years of hard
tices, and of accounting requirements work, as some of you practical men will
on the part of state supervisory bodies. well realize, and we were very much
The system was just about as bad as it gratified that upon its completion the
would be if in the railroad systems we Federal Home Loan Bank Board im
had forty-eight different gauges of mediately adopted the standard report
track upon which the trains ran and form for all reporting purposes, thereby
you had to change to a different train blanketing the forty-eight states. Some
thing like thirty state supervisory de
whenever you crossed a state line.
I am going to run very briefly partments have already adopted it in
through the history of the attempts of their state supervisory work, and con
the United States Building and Loan tinued progress is being made in secur
* Mr. Bliss is chairman, accounting division, ing its adoption in the remaining states.
No sooner had that been accomUnited States Building and Loan League.

I
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The United States Government also
plished than there developed a demand
for a standard accounting system, provided for insurance of accounts in
from which the information in the savings-and-loan associations, both those
books of the association would flow into operating under federal charter and
the standard report form. We talked those operating under state charter,
about a standard accounting system and as in the case of the banks with the
for years without getting anywhere, but F.D.I.C., there then developed a joint
when these supervisory authorities sent or full examination and supervision.
out their questionnaires, their periodi Many of the associations operating
cal reports, on the standard form, the under their state charters are, thus,
association managers began to com subject not only to examination and
plain that their accounting records supervision of the state supervisory
didn’t fit the forms. So the accounting authority, but also of the Federal Sav
division, the state supervisors, and the ings and Loan Insurance Corporation,
Federal Home Loan Bank Board re and a wail developed from the associa
quested the American Savings and tions about the variance in the require
Loan Institute, the educational branch ments for information on the part of
of the United States Building and Loan these two units. Again the accounting
League, to develop a standard account division saw a task to do. It went to the
state supervisors and to the Federal
ing system, and that it did.
There is contained in this standard Home Loan Bank Board, and asked
accounting system a chart of accounts them to get together on a standard ex
which is based on the standard report amination report. I think we may point
form, and a manual that proceeds, item with a little pride to the fact that this
by item, to explain accounting proce activity was about two years ahead of a
dure with model forms for every ac similar activity in which the commer
counting operation that might take cial bank examining authorities have
place in a savings-and-loan association. been engaged.
This work was sponsored by a com
The result was that the National As
mittee of approximately fifteen savings- sociation of Building and Loan Super
and-loan managers who themselves had visors and the Federal Home Loan
operated associations long enough to Bank Board, with the accounting divi
know the problems of preparing reports sion of the United States Building and
and statistics are on a practical basis. Loan League sitting in, drafted a
The work had the very active coopera standard examination report form for
tion, however—and could not have the examination of a savings-and-loan
been a success without it—of the state association. Now, the point is that it is
supervisors and of the Federal Home based on our old friend, the standard
Loan Bank Board. The Federal Home report form. The balance-sheet, the
Loan Bank Board was sufficiently im profit-and-loss statement, the recon
pressed with this operation to require cilement of undivided profits and re
its installation in all federal savings- serves are identical with those in the
and-loan associations.
standard report form. The supporting
About 1,200 of the 10,000 associa schedules, which always constitute the
tions in the country operate under fed elements of difference, have been nego
eral charter. Those 1,200 are required tiated by the state supervisors and by
to install this standard accounting sys the Federal Home Loan Bank Board,
tem, and many of the state supervisors and an agreement reached to standard
are acting similarly, either requiring or ize the schedules, as well. This standard
earnestly suggesting the installation of examination report is now in use by the
Federal Home Loan Bank Board and
the standard accounting system.
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by many of the state supervisory au a committee of your Institute in advis
thorities, and to the extent that it be ing us whether it is worth the paper on
comes adopted, the expense and the which it was written, and for construc
time consumed in joint examinations is tive suggestions on this particular
materially reduced.
problem.
Now we come to the fourth step, and
I am not going to attempt to stand
today’s meeting. The modern savings- here today and explain in any great
and-loan association has installed a detail what the savings-and-loan man
standard accounting system. It files its agers think should be the distinction
periodic reports on standard report between an audit and an examination.
forms. It is subject to a standard exam I will hazard a rough statement of the
ination system by both state and fed conclusions of the committee up to this
eral authorities. But now it notes time. Our committee has suggested
an increasing tendency toward require that, from the savings-and-loan man
ments for an independent audit. Until agers’ point of view, the supervisory
1932, the requirements of many of the authorities should come into the asso
state statutes in that respect were ciation to make an examination to
vague, to say the least. The Federal ascertain whether the institution is
Home Loan Bank Board, in its super obeying the law, its charter and its by
vision of federal savings-and-loan asso laws and lawful regulations; whether
ciations, and the Federal Savings and its books accurately reflect its condi
Loan Insurance Corporation, in its tion ; and whether it is in solvent condi
supervision of insured associations, now tion and should be permitted to do
requires an annual audit. Many state business; that just as soon as the state
supervisory authorities have tightened supervisor is satisfied as to that fact,
their requirements with respect to the he should suspend his examination and
independent audit, either by statute or go on about his business.
by regulation. Savings-and-loan man
Our committee has expressed the view
agers are complaining about the dupli that the independent audit is primarily
cation of work that takes place in the to assure the directorate and share
independent audit and in the super holders that management is properly
visory examination. They charge that and honestly administering the affairs
there is needless overlapping and have of the association. Of course, both the
asked us what can be done about it. examination and the audit, as I have
They make this complaint: “When we defined them, are conducted for the
ask an accountant for an independent benefit of the public and for the protec
audit, he says, 'What do you want me tion of the investing public. But I am
to do?’ and we don’t know what to tell making the point that the directors
him. We find that audits can be pur have a very real responsibility, as
chased for almost any price, and we numerous lawsuits have developed from
have no knowledge of just what kind of time to time. It is our view that in the
independent audit the directors are
an audit we are looking for.”
So, with considerable temerity, the protecting themselves against possible
accounting division of the United lawsuits for mismanagement, in that
States Building and Loan League has they have a complete record and cer
proceeded to draft a memorandum tification, if you please, from a compe
(which is still marked “tentative”) as tent firm of accountants, or from a
to the scope or specifications of an inde competent accountant, that the affairs
pendent audit. When that was com of the association have been audited
pleted, we furnished a copy to your and that, so far as it is humanly possible
Institute and asked the cooperation of to ascertain, the records have been hon
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estly kept and there hasn’t been any
money stolen.
The chairman of your committee and
the secretary of your Institute have
been kind enough to furnish us with an
advance copy of the tentative draft for
audits or examinations of savings-andloan associations that have been pre
pared by your committee. We think it
is a very splendid job. We heartily con
gratulate your committee on the job
that has been done. We are gratified
that the statement of condition that is
used in here is the standard report form
which I have earlier mentioned, and
that the sequence of the listing con
forms to the chart of accounts that is
in the standard accounting system.
We should like to get better ac
quainted with you; we should like to
voice the viewpoint of the management
of these associations from time to time
on these subjects; we should like to
receive constructive criticisms from
your organization as to the activity we
are carrying on, because we believe
that both of our organizations are defi
nitely working toward a common end.
Now, if I may do so, I would suggest
that your organization might well look
at this program in this light.
In the first instance, we earnestly in
vite you to join with the savings-andloan business as represented in its trade
organization, the United States Build
ing and Loan League, in carrying on
this program toward providing a na
tionwide standard accounting system
and reporting system, with uniform
terminology, with a uniform base for
statistics and of operating ratios, and
other methods of judging the financial
condition of a savings-and-loan asso
ciation.
Secondly, we would like to suggest
that the certified public accountants of
this country, in their contact with their
savings-and-loan clients, would be ren
dering a service to their clients, to the
savings-and-loan business, and to them
selves, by learning more of this stand

ard accounting system (if they are not
already acquainted with it), by sug
gesting the installation of the standard
accounting system in the associations
that they serve, and by putting them
in step with the rest of the savings-andloan business where that is not already
the fact.
Third, we should like to suggest that,
in a greater measure than has been the
case up to now, the high-grade ac
countants in your profession should
learn more of this savings-and-loan
business and should take a greater in
terest in the opportunities for service
that are to be found in the savingsand-loan business. A very definite trend
exists today in the savings-and-loan
business for fewer but larger units, for
savings-and-loan associations operated
as financial institutions, entirely di
vorced from any other line of business,
with a growing realization on the part
of directorates and managements of
their responsibilities and of the need to
have a proper and adequate accounting
and audit system.
Very frankly, in some parts of the
country we are disturbed at the lack of
interest that is taken by some of the
higher grade accountants and account
ing firms. We think here is a real field
for the development of your business,
and we should like to see firms or in
dividuals of that character take a
greater interest in it.
Fourth, we should like, particularly,
to see something accomplished of a
practical nature in this matter of de
fining the scope or specifications of the
independent audit. A savings-and-loan
association of a given size can buy an
audit for $150 or for $1,000. But the
savings-and-loan manager, the savingsand-loan board of directors, the audit
ing committee, that goes out to engage
a certified public accountant doesn’t
know what to ask for. Now, most of
those individuals are earnest and con
scientious and want an adequate audit.
They look for the guidance that you
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gentlemen can give them, in coopera
tion with our committee, in arriving at
a practical yardstick that, on the one
hand, will permit the institution that is
paying for that audit to know what it is
getting, and on the other hand will
provide a measure so that a high-grade
accountant or accounting firm can
compete for a job, knowing that some
little chiseler bearing the name “ac
countant” isn’t going to underbid on
account of the absence of specifications.
One can let a contract to have a house

built, and can have it built for $2,500 or
for $5,000. When the house is finished,
there is going to be a corresponding
difference in it. But, if one has a set of
specifications that tell the contractor
clearly the kind of materials and work
to go into that house, then when one
asks for bids, he will get prices so close
that you can cover them with a dime, if
the specifications have been properly
prepared. It is that sort of thing that I
am talking about when I use the term
“ specifications.”
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Examinations of Building and Loan Associations
by Federal Agencies and Independent Accountants
By Thomas A. Williams
January 19, 1938, Mr. John considerable correspondence between
L. Carey, secretary of the him and me regarding the investiga
American Institute of Account tion that had been under way in the
Louisiana Society for some time in
ants, wrote to me and asked if it would
be of interest to have a round-table regard to the audit requirements of
discussion at this annual meeting of the governmental agencies. The roundInstitute on the subject of building- table discussion on building-and-loan
and-loan-association auditing. He stated accounting that we are holding this
that it might be possible to have Mr. afternoon, then, can be said to have had
Ballard, chief examiner of the Federal its origin and to have grown out of the
Home Loan Bank Board, as a discussion discussions in Louisiana.
leader; that Mr. Ballard no doubt
At the annual meeting of the Louisi
would be in a position to answer ques ana Society held in New Orleans on
tions regarding the Board’s policy with April 21,1938, I presented a full report
respect to audits of insured associations; of the Louisiana committee on its in
that he thought they could also arrange vestigation to that time of the problems
to have representatives of the American presented in connection with the exami
Savings and Loan Institute and the nation of insured building-and-loan
United States Building and Loan associations by Federal Home Loan
League, together with members of the Bank Board examiners. This report
Institute’s committee on building-and- was approved by the meeting. Also a
loan accounting at the round-table dis resolution was presented by the Louisi
cussion. I am happy to see the Insti ana committee in connection with its
tute’s efforts to arrange this round-table correspondence with the Institute, which
discussion have been so successful and was unanimously adopted. I will ap
appreciate the opportunity afforded me preciate it if the secretary of the Insti
tute will read this resolution to you at
to take part in it.
Immediately after receiving Mr. Carey’s some time during the course of these
letter, I circularized the members of discussions. My remarks this afternoon
the Louisiana Society’s committee to substantially include the essence of the
investigate audit requirements of gov facts, opinions, and conclusions con
ernmental agencies for homesteads (which tained in the report and resolution
I shall hereafter refer to as the Louisiana referred to.
Therefore, while it is true that the
committee) so as to find out their views.
The replies received disclosed that they remarks I am about to make were
were unanimously of the opinion that written by me, it is equally true that
such a round-table discussion should be their general purport expresses the
held. On February 9, 1938, Mr. Carey views, not only of myself, but of the
wrote me to the effect that the execu body politic of the Louisiana Society
tive committee of the Institute had and of numerous influential and promi
resolved that the present round-table nent members of the profession in
discussion be held in conjunction with Louisiana who are its members.
It is obvious, then, that, as the sub
this annual meeting. Mr. Carey’s in
quiry was made as a consequence of ject matter of this paper has on nu
n

O
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It is within the public knowledge
that, because the economic depression
has caused a general curtailment of the
usual channels of credit, businesses and
industries of every character have,
either directly or indirectly, been forced
to resort to government financing and
regulation. Such unusual conditions
have forced most building-and-loan
associations to rely upon the proffered
credit resources of the Federal Govern
ment. Now, no one questions the legal
right of the federal agencies of access
to the books and records of buildingand-loan associations whose deposits
they guarantee up to $5,000. It is also
proper that they should make an “ex
amination ” or survey for the purpose of
verifying the status of collateral behind
their loans, etc. But it is not proper
that examiners of a federal agency
should be allowed to come into a sover
eign state, in which they are not licensed
to practise and, under the guise of
making a supervisory examination, be
allowed to usurp the function of inde
pendent certified public accountants.
Such federal auditing staffs cannot
be independent and impartial, because
they are composed of paid employees of
the creditor governmental agency con
cerned with a type of examination
primarily designed to ascertain the
condition of the collateral security and
the ability of the association to repay
the loan. Are arguments as to the
unusual facilities and the economy of
using the services of the examining
division of the Bank Board to be ad
vanced as reasons to justify the substi
tution of bureaucratic governmental
auditing staffs for the services of inde
pendent public accountants? Are the
undertakings of these bureaucratic staffs
designed to supplant the normal and
necessary functions which public ac
countants are licensed to exercise in
the several states? If you think that
these questions are prompted by ex
aggerated fears, I ask your patient
hearing of some facts I am about to
190

merous occasions during the past two
and one-half years been presented to
the Louisiana Society, its board, and
the Louisiana committee for thorough
discussion and clarification, and as I
have had some expression of the view
point of both the Institute and the Fed
eral Home Loan Bank Board by reason
of my correspondence with Mr. Carey,
the remarks that follow are made delib
erately and after mature thought and
consideration of the interests involved.
That the public has an interest in the
practice of public accountancy is evi
denced by the fact that such interest
establishes the right of the several
states to regulate the profession. Statechartered building-and-loan corpora
tions are the creatures of and are
regulated by the laws of the same sover
eign states whose laws regulate the
accounting profession, so that it is
perhaps axiomatic to state that impar
tial audits of their affairs by reputable
certified public accountants are in the
interest of the investing public.
From the national aspect, the busi
ness of the state-chartered buildingand-loan associations is not vested with
such public interest as gives a right at
law to the Federal Government, under
our Constitutional form, to regulate or
control the operations of these associa
tions. I mention this merely to point
out that, whatever power the officials of
quasi or outright federal governmental
agencies, such as the Federal Home
Loan Bank Board and the Federal
Savings and Loan Insurance Corpora
tion, have to enforce their regulations
upon such associations relating to mat
ters of accounting, auditing, etc., grows
out of the purely private relation of
debtor and creditor, etc. Therefore, the
compulsion is not imposed upon them as
a governmental function, but through
voluntary compliance growing out of
contractual obligations necessitated by
reason of their limited financial re
sources and the consequent needs of the
particular institutions.
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give you. At any rate this is the prob
lem which we are to discuss this
afternoon.
The regulations of the Federal Home
Loan Bank Board for federal savingsand-loan associations, as revised June,
1935, contained the following section:
“Section 18. For the protection of
its members and the public, each federal
savings-and-loan association shall be
audited at least annually by a qualified
accountant not otherwise employed by
the association. It shall be examined at
least annually as prescribed by the
Board. The cost of such examinations,
as determined by the Board, shall be
paid by the association.”
The Board makes a distinction be
tween the words “audit” and “exami
nation.” It considers it necessary that
each insured association be examined
from time to time by the examining
division of the Board, but the examina
tion contemplated is not as complete as
that understood by the term “audit.”
As of January 25, 1936, the Federal
Home Loan Bank Board amended sec
tion 18 to read as follows:
“Section 18. For the protection of its
members and the public, each federal
savings-and-loan association shall be
examined and audited (with appraisals
when deemed advisable) at least an
nually by the examining division of the
Board. The cost, as determined by the
Board, of such examination, including
office analyses thereof, audit, and any
appraisals made in connection there
with, shall be paid by the institution
examined. In any case where an asso
ciation secures an audit of its affairs
annually by a qualified accountant not
otherwise employed by the association
and in a manner satisfactory to the
Board, a copy of such audit, signed and
certified by the auditor making it, shall
be filed promptly with the Board. In
such case the audit provided for in
connection with the examination shall
be eliminated at the request of the
association.”
On March 27,1936, over his signature
as president, Mr. B. H. Wooten of the

Federal Home Loan Bank of Little
Rock, Arkansas, wrote a letter ad
dressed “To all Federal Savings and
Loan Associations” and “To all State
Insured Associations.” The following is
a verbatim quotation of the opening
paragraph from that letter:
“The annual audit required of all
federal savings-and-loan associations
and state-insured associations (under
resolution adopted by the Federal
Home Loan Bank Board, January 25,
1936) may be made either by the exam
ining division at the same time it makes
its annual supervisory examination or
by a qualified accountant employed by
the association. In the interest of
economy and because of the facilities
of the examining division, most asso
ciations will, I am sure, prefer that the
audit be made by the examining divi
sion. Therefore, the examining division
will plan to extend its regular annual
examination into an audit unless the
association requests otherwise. The
audit in connection with the exami
nation under ordinary circumstances
should not be a long-drawn-out affair
and will be included in our report.”

After this paragraph of the letter
are listed the specific requirements of
the Bank Board in case the annual
audit is to be made by accountants
other than the examining division.
Under the Board’s regulations, even
as interpreted in Mr. Wooten’s letter
of March 27, 1936, there remains to
insured associations a limited discre
tion in the selection of auditors. But I
ask my listeners whether, if they were
officials of a building-and-loan associa
tion whose shares were insured by the
Federal Government, which also had an
outstanding loan with the Little Rock
Bank, they would not have thought
long and carefully after receipt of Mr.
Wooten’s letter before exercising their
discretion to employ independent audi
tors.
Section 64 of act 140 of 1932 of the
Louisiana legislature, relating to the
organization and management of build
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ing-and-loan associations before amend
ment in 1938, provided that every
association, at the end of its fiscal year
and six months thereafter should,
within thirty days from each of said
dates, file a copy of a full and detailed
report of its business sworn to by its
secretary and a certified public account
ant; provided, that, in the case of an
association having accumulated capital
of less than $500,000 the certified public
accountant’s certificate is unneccessary.
Mr. Wooten followed his letter of
March 27th, 1936, with another circular
drawing attention to this provision of
the Louisiana law and implicitly ad
mitting that, as far as Louisiana statecharted associations insured under the
federal plan were concerned, the letter
of March 27th could not apply, which
was also, in my opinion, a full admis
sion that it is not an inherent federal
governmental function or right to regu
late these state institutions.
Section 65 of the Louisiana act re
quires that:'‘twice every year or oftener,
as he deems it necessary, the said Com
missioner shall make an examination
into the affairs of each such associa
tion. ...” This provision, I imagine,
is similar in character to that in the
building-and-loan regulatory laws exist
ing in most states.
Section 14 of the Louisiana act pro
vides that “supervisor shall permit
examination of homestead reports by
federal loan agencies,” and reads as
follows:
“Any reports made by the State
Bank Commissioner and Supervisor of
Homestead and Building and Loan
Associations as to the condition of any
building-and-loan association and any
data or information obtained and gath
ered by such officer in the course of his
inspection and examination of any
association shall, with the consent of
such association, at all times be avail
able to any duly authorized representa
tive of any corporation, institution,
department or agency of the United
States Government for the sole purpose

of the acquisition by such agency of any
credit or other relevant information
relating to the financial structure and
condition of any association and its
business and affairs, and such informa
tion and report shall be made available
for such use without charge or expense.”
Under date of December 23, 1937,
the State Bank Examiner of Louisiana
addressed a letter “To All Insured
Homestead and Building and Loan
Associations in Louisiana,” pointing
out that the Federal Savings and Loan
Insurance Corporation required not
only an annual examination by their
examiners of each insured institution,
but also an audit. He enclosed a very
comprehensive program which had
been submitted to and approved by the
federal corporation and which, if adopt
ed by the association’s independent
auditor, would make his audit accept
able in lieu of the audit to be made by
the federal examiners (who are from the
examining division of the Federal Home
Loan Bank Board), but pointed out
that it would not eliminate the examina
tion by the federal agency.
Despite the fact that under the law
in Louisiana the federal bank and loan
ing agencies have access to reports of
examination of building-and-loan asso
ciations by both the Banking Commis
sioner and independent auditors, yet
they continue to make so-called “super
visory examinations” of a scope not
justified under the circumstances. The
aggregate cost of these various exami
nations, etc., are excessive and in fact
prohibitive to the homestead associa
tions. Is it any wonder then, that many
of the smaller building-and-loan asso
ciations, insured under the federal plan,
having to stand the cost of a state
supervisory examination, cannot afford
to pay for the federal board’s “exami
nation” and also an “audit” by a
certified public accountant? Or that
many Louisiana associations, having
capital of less than $500,000, which
formerly had independent audits made,
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not being required by state law to do so,
have stopped, because they now have to
pay for a federal board examination?
And the most serious angle to the
situation is that there has been very
definite and serious agitation by respon
sible officials of Louisiana homesteads
to have the state law requiring inde
pendent audits by certified public
accountants repealed. They feel that
they cannot antagonize the state and
federal governments and that, to reduce
what to them is an excessive cost for
auditing service, they must dispense
with ours. As a consequence of this
agitation, an amendment to the home
stead act was passed at the 1938 session
of the Louisiana legislature reducing
the requirement of two semiannual
audits by certified public accountants
to one annual audit. This action is a
step backward for the profession in
Louisiana and elsewhere, and the
danger that audits by independent
accountants may be eliminated alto
gether in Louisiana has not passed.
This situation with the federal agen
cies has caused a very significant trend
not to the advantage of our profession.
Because of the scope and consequent
cost to the associations of these socalled routine “examinations” by the
federal examiners, many associations
have asked the bank examiners to com
plete the audit at the time of the exami
nation. On September 14, 1937, I was
advised by Mr. Carey that 40% of the
insured associations were then being
audited by the examining division of
the Federal Home Loan Bank Board.
The percentage is probably larger at
this time.
While I do not want to be unfair to
anyone, yet frankness compels me to
state that because of the things I have
mentioned many of the members of the
profession in Louisiana feel that the
federal agency has seized upon and used
its right of inspection of the books of
these associations as an excuse for
building up a large organization and

staff of examiners to conduct audits of
insured homesteads in competition with
independent certified public account
ants licensed to practise in the state;
that a very dangerous precedent has
been set by this attempt to supplant,
or at least overlap, a service rendered
by independent certified public account
ants ; that this precedent may encourage
other federal and state agencies like
wise to set up examining divisions, and
that if they do so the inroads upon the
earnings of the independent practi
tioner would be serious. The American
Bar Association, the American Medical
Association, and other professional
societies are vigorously opposing such
measures, and it behooves us to do
likewise.
Under date of November 4, 1937,
Mr. Carey advised me that the chief
examiner of the Federal Home Loan
Bank Board had stated unequivocally
that it was not the policy of the Board
to build up a staff of examiners for the
purpose of auditing the accounts of
insured associations nor to compete
with independent public accountants
in this regard. We understand that the
chief examiner is himself a certified pub
lic accountant and a member of the
Institute, and we appreciate his sympa
thetic viewpoint. However, we cannot
disregard actualities, i.e., the effect of
these policies upon the profession in
Louisiana because of the interpretation
placed upon the bank board’s regula
tions.
The way we feel about it in Louisiana
is that the problem resolves itself into
a question of whether or not we are
going to permit an encroachment by
federal governmental agencies upon the
legitimate field of the public accounting
profession. This involves consideration
of three things, viz.:

1. Unnecessary interference in private
business by a highly centralized
federal government, contrary to
the intentions and purposes of its
founders.
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2. Extension into a governmental func
tion of powers of regulation over
purely intrastate private corpora
tions, which are voluntarily granted
through private contracts.
3. The right of unlicensed federal
examiners to practise public ac
countancy within the confines of
a sovereign state to the detriment
of certified public accountants so
licensed.
We do not believe that the approach to
the problem warrants our putting our
selves in the position of acknowledging
the right of such governmental agencies
to extend the scope of their examina
tions to a degree unwarranted by their
unquestioned legal right of inspection
of the records of associations whose
shares they guarantee, but that we
should point out to them that they
have no right to pursue such a policy.
There is a question of principle involved
which cannot be compromised. The ef
fect of such a policy, official or other
wise, if unopposed, may be to retard
seriously, if not practically destroy, our
profession in the economic life of the
community.

Probably our profession is not with
out fault, in that some of its members
are partly responsible for the develop
ment of this situation, because of un
fortunate competitive conditions within
causing a diversity in forms and certifi
cates in reports issued by individual
certified public accountants. However,
we can remedy and control this aspect
of the problem within our own profes
sion by disciplinary measures, if neces
sary. The Institute is now representa
tive of the entire profession and a
powerful factor to be reckoned with in
the economic life of the nation. There
fore, as a practical solution to the
problem, I suggest that the Federal
Home Loan Bank Board endeavor to
cooperate with the Institute and the
profession to the extent of devising a
program of independent audit of sav
ings-and-loan associations insured by
the Federal Government, and recom
mend forms of financial statements and
auditors’ certificates which will satisfy
requirements of the Board and elimi
nate necessity for audits of associa
tions by examiners employed by the
Board.
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VIII
Round Table Discussion
The Future of the Certified Public

Accountant
Chairman: GORDON S. BATTELLE

September 28, 1938

Introduction
by

Gordon s. battelle

morning the three gentlemen and then a great rank of public account
who are to speak to you this after ants. There is something that we cer
noon had breakfast together, and tainly must do within the profession to
solidify the front as far as the public is
I was surprised at the interest these
gentlemen had taken in this subject. concerned.
Many complaints and criticisms are
I think when they appear before you,
you will understand that they have coming in from all sources of some of the
given a great deal of thought to the things accountants are doing. We have
subject. We had a rather interesting our problems as to just where the
session mapped out almost before we boundary lines of our profession are as
knew it, and there are undoubtedly a related to other professions. We also
lot of important things for us to think have the threat of what may be coming
about and on which we just simply must in the way of control through the na
be informed.
tional administration. We had a very
We are starting on our fifty-first year, lucky break twenty-five years ago when
the second half century of the profes the income tax was introduced, which
sion, and I am afraid there is just a little undoubtedly is responsible for a great
bit of self-satisfaction, maybe a little deal of the activities of the profession
smugness about the profession at the today, and perhaps the next fifty years
present time, with the accomplishments will bring forward something similar
that have been brought forth during the that will further expand our activities,
last half century. We ought to be look but, if anything, we are getting to the
ing forward into our future with con point now where we are spread rather
siderable care, because there are many thinly over a great many things. We
problems just around the corner and have changed from the old account
we haven’t a united front by any means. checker plan. I recall a story told by
Here in the state of Ohio, for exam one of our first certified public account
ple, we have 278 members of the Insti ants in Ohio. He went down to a coun
tute, which we might perhaps call the try town where he was called for a bank
upper crust of the certified public examination, and as he got off the train
accountants and public accountants. with his brief case, he heard a couple of
We have 268 resident certified public the station loafers say, “There goes one
accountants who are members of the of those ferrets now.” I guess we have
Ohio Society; there are 555 resident changed from the ferret class; now we
certified public accountants, so that are a sort of combination of business
we have less than half of the Ohio analyst and tax consultant and system
certified public accountants as members installer, and any one of a dozen other
of our society. Then if the public things. We are spreading our activities
accountants’ story may be believed, rather thin over quite a variety of
there are about 2,500 public accountants. subjects.
We should be very careful to conserve
So we really have four layers of the
accounting profession here in our own what we have and dig in and make sure
state, and I know that other states have that everything we are doing is being
the same situation. We have members done properly. I think there is very
of the Institute, society members, other definitely the threat of what the Gov
unaffiliated certified public accountants, ernment may want to do, in view of
his

T
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accounting firms are going to get a
break.
One thing I think we should look out
for is to see that these smaller business
men of the future are definitely educated
to the value of what the accountant can
do. I think there is a trend among busi
nessmen to realize and to appreciate
the value of accounting service, but
many of us still feel that a great many
of the businessmen of our acquaintance
do not place the proper value on what
the accountant can do for them. Since
we are so restrained by the ethics of
our profession from blatantly advertis
ing our services, there has been discus
sion of a proposal to launch some sort
of educational program that will place
the value of accounting service before
the business public.
Now I think this is a rather interest
ing thing that is suggested by the same
newsletter: In 1921 there were 3,000,000
babies born in this country against an
average of only 2,200,000 in other years.
Of course, that was shortly after the
war, and the couples newly married
after the war were starting to bring up
their families. It means that right now,
seventeen years after that, we are hav
ing probably the largest high-school
population we will ever have, and in the
next four or five years we will have the
largest number of college students we
can ever expect to have. It rather sug
gests the idea that maybe now is the
time for us to begin to educate our
clients of the future. If we are going to
get at these businessmen, maybe we
ought to adopt something along the line
of what the Catholic Church does: If
they can get the child from one to
seven they are not worried about the
future of the child. If we can get to the
college generation of the next four or
five years and through some homeo
pathic dosage give them an appreciation
of what accounting can do, maybe we
can constructively build toward our
clientele of the next twenty-five years.
I do not know whether that is a pos198

existing regulations of so many of our
activities in which the Government is
interested. There is just the bare pos
sibility that we may be absorbed into
the Government machinery, and we
ought to be ready to set up resistance
to that project.
Now American business is growing,
there is no doubt about that, and there
is a question in the minds of some of us
as to whether our profession is main
taining a proportionate expansion of
its service and whether we are in danger
of having any of our work taken over
by others. I know locally, there is a
feeling that industrial engineers and
others are taking over some of the work
that perhaps should be done by ac
countants. The question is sometimes
put to me, for instance, “Would I want
my own son to go into the accounting
profession, provided, of course, he is
qualified?”
A recent newsletter on the subject
of the population points out that in
1950 the United States will probably
enjoy its largest population; from that
point on the population will decline.
The heavy income classes are not main
taining themselves; there are not enough
children born in the high income classes
to perpetuate the high income families,
so that the wealth is gradually being
passed by inheritance into smaller and
smaller groups, indicating, of course,
increasing interest in inheritance and
federal taxes, and so on. There is a
decided shift in population coming in
the future, a shift from the centers of
cities out into the outskirts, then from
the outskirts into the smaller cities, and
from the smaller cities into the rural
sections, so that we will probably be
facing in the future—and not a very
distant future—a decentralization of
business not only as to locality of busi
ness but also as to structure. There will
not be so many large corporations; there
will be smaller businesses, flung farther
out in to the smaller population centers
—perhaps an indication that the smaller
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sibility, but I wanted to give you just
a couple of thoughts along that line.
Just a short time ago I learned that
little Antioch College, at Yellow Springs,
has a required course in personal finance
for their freshmen. Every freshman has
to lay out a budget of all of his personal
accounts, and he has to keep a record
of all of his expenditures and receipts.
He has a financial advisor from the
faculty who goes over those accounts
with him. In that way this college is
inculcating a good bit of appreciation
of accounting, in an elementary way, in
students who ordinarily would have
none of it.
The college professors to whom I
have talked in the last two or three
days are rather of the opinion that in
the larger universities offering commer
cial subjects, including accounting, per
haps 10 per cent of the college popula

tion is studying accounting, and per
haps 10 per cent of the 10 per cent, or
only about 1 per cent, eventually enter
the practice of accounting. That means
that 90 per cent of the college students
are not being exposed to accounting in
any way, and they are the people who
are going to become the small business
men of the future. They are the in
vestors. If you can once convince them
of the value of accounting services, we
can depend on them for practice ten,
twenty, or twenty-five years hence.
I do not know whether it is worth
while. It may be just an impossible
sort of dream. It may not appeal to
some of you as being worth encourag
ing, but it has seemed to me that if we
want to do something toward improv
ing the practice of accounting in the
future, now is the time to approach the
task.
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The Future Relationship of the Certified
Public Accountant and the Public
By J. N. Aitken, Jr.
the future of the certi three distinct categories: first, the in
fied public accountant, it might be vesting public; second, the laboring
appropriate for the timid speaker to public; and third, the consuming public.
array himself in the turban and flowing Up to the present time, it would be
robes of the seer and to utilize his fair to conclude that accountancy is
crystal ball. Such a setting might help of all the professions the least known
to create the mysterious atmosphere by the public, particularly the last two
which surrounds the clairvoyant and classes mentioned, namely, the labor
which intensifies his powers. Just as the ing public and the consuming public.
prediction of the crystal gazer is a This may be because it is the youngest
guess, so the average accountant in ap of the professions; or it may be because
proaching my subject would employ it has been considered highly technical
guesswork, when we consider the gyra and, therefore, beyond the average lay
tions of our national economy. The man’s comprehension; or it may be be
gyrations may be the result of one or cause there has been no need created in
more causes, but we hope that in the the public mind for everyday service.
planned economy of the future at least The trend of events in the last several
there will be a greater place for the years, however, seems to point to an
accountant and his art.
increasing interest on the part of the
The particular part of this wide sub public in political and social problems,
ject which I am to diagnose is the trend and I would predict as a natural result
of the relationship of the accountant of this interest that the public and the
with the public. By relationship is accounting profession will become much
meant that contact which the account better acquainted with each other.
ant has professionally with the general
Investors
public and the effect of such contact on
We all know the requirements con
the daily lives of the people.
This relationship can be approached tained in the securities act of 1933 and
from two angles: first, the contact and how the prospective investor has been
effect of the accounting profession as a brought into direct relationship with
group; and second, the contact and the accountant through the medium of
effect of the individual accountant with the prospectus. It would be interesting
the public. In this discussion I am to know the number of direct inquiries
confining my remarks largely to the made by prospective investors of the
second angle, as we are familiar with accountant for further explanation or
the activities of the national and state information. It would be impossible to
accounting societies, the result of which ascertain how many prospective invest
must certainly affect everyone, either ors were induced to buy or not to buy
directly or indirectly. The accountant, as a result of reading the accountant’s
of course, means the accountant prac certificate in the prospectus. The prac
tising under a license issued by a partic tice of including accountants’ certifi
ular state, either for his own account cates attached to statements issued in
or in collaboration with associates. I connection with new capital issues has
have attempted to place the public in been in existence much longer in Great
n discussing

I
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Britain than in this country, although It is also noteworthy to comment that
it became compulsory there only in this legislation of 1900 may have been
1929.
a contributing cause in the increase in
As time passes, I would say that there the number of corporations and in the
will be an increasing interest in finan capital invested in corporations in
cial statements by the public, and this Great Britain. Sir Lawrence Halsey
may lead to a demand for the simplifica further states, “In the intervening
tion of these statements.
years [meaning from 1900 to date] the
This relationship with the investing number of companies has increased
public may be affected also by further five-fold and the share capital nearly
legislation regulating the formation and four-fold. The number of accountants
operation of corporations. At the pres in professional practice has probably
ent time there are only a few states increased about three times, and the
whose corporation laws include the relationship between professional ac
requirement that the accounts of cor countants and business in their capac
porations should be audited periodically ity as auditors has probably never been
by independent accountants, and that closer than it is today.”
The companies act of Great Britain
reports should be made to the stock
holders who periodically choose the ac also incorporates a provision that there
countants.
shall be no change in auditors unless
Let us consider the possibility of the notice of such intention to change is
enactment of a federal law which would given to the stockholders and to the
be of a similar nature to the companies existing auditors.
act of Great Britain which was passed
The effects of such legislation in Great
in 1929. What effect would this have on Britain are apparent and might indicate
our future relations with the investor the effect which similar national legisla
in corporations? The companies act of tion would have on accountancy in this
Great Britain requires that the share country. While many corporations to
holders of the company shall appoint day retain accountants, it is fair to
annually auditors who shall report to assume that legislation embodying these
the shareholders on the accounts which provisions would materially increase the
they examine. This requirement has demand for accounting services by all
been compulsory in Great Britain since corporations.
Apparently in Great Britain the re
1900, although prior thereto it seemed
to be the preferred practice on the part port of the accountant is accepted with
greater faith, particularly by the gov
of the public company.
Sir Lawrence Halsey, in his recent ernment. I further quote from the com
lectures presented at the Graduate ments of Sir Lawrence Halsey, “A
School of Business Administration of copy of the audited accounts of public
Harvard University, comments, “Those companies must be filed with the regis
interested in the companies formed as trar of companies, but as long as the
a result of this legislation soon found account appears to comply with the
that the services of the public account companies act he does not inquire into
ant trusted by the public at large were the basis of computation of the items
needed often, in the formation of the shown in it or call for detailed informa
company, in its administration, as audi tion such as I believe is now customarily
tors, in reorganizations, in investiga demanded by your Securities and Ex
tions of special conditions, and, finally, change Commission; the certification
in liquidations and receiverships of by the auditors and signatures of the
unsuccessful concerns. Of these func directors are accepted by this govern
tions the most important is auditing.” ment department as prima-facie evi
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dence that the accounts have been
drawn up properly.”
If a national companies act were to be
enacted in this country, it would seem
logical that the following should be the
effects:

1. A closer relationship between the ac
countant and the investor;
2. A more independent position of the
accountant;
3. A wider scope of his examination;
4. A decrease in the qualifications in
his report;
5. An increase in the confidence of the
investing public.

It may have been that the Federal
Government has made the first attempt
to pass such legislation. I refer to the
federal corporation-licensing bill, com
monly known as the Borah-0’Mahoney
bill, introduced in the Seventy-fifth
Congress, which I understand failed to
come out of committee. This proposed
legislation did not purport to be a
national incorporation act, but in view
of the various provisions of control
which were incorporated therein, it
would not have been inconsistent to
include a requirement as to the exam
ination of the accounts of such corpora
tions and method of appointment of
auditors. The only reference made to an
accounting was with respect to sub
sidiary corporations; it provided, “that
a full accounting of the affairs of such
subsidiary corporation shall be made
annually to the stockholders of the
parent corporation and a full accounting
of the affairs of the parent corporation
shall be made annually to the stock
holders of such subsidiary corporation,
and a duly certified copy of all such
accounts shall be filed with the com
mission.” It is not definitely understood
as to what the term “certified” meant,
but my interpretation is that it had
nothing to do with the certification of
statements by independent accountants.
Furthermore, it is possible that the
services rendered by the accounting
profession would have been affected by

the activities of those designated in the
proposed legislation as “certified cor
poration representatives” whose quali
fications were similar to those required
of practising accountants.
We have seen that, coincident with
the growth of corporate business, there
has been an increasing complexity in
the capital structure of many corpora
tions, whereas the present trend seems
to demand a simplification of these in
volved matters. This may be followed
by legislation on the subject, and un
doubtedly the public will look to the
accountant to assist in this simplifica
tion by the presentation of financial
facts necessary to allow an intelligent
and equitable adjustment of the intri
cate capital structure.
Labor
The next phase of this discussion will
be the relationship of the accountant
with the laboring public. It is fair to
state that up to the present time the
profession has rendered little service to
labor or labor organizations. If the
ultimate relationship between the em
ployee and his employer is that each
should have a fair share of the proceeds
of the goods sold, it would be fair to
state that a determination as to the
relative shares of each should be arrived
at by scientific methods and, what is
more important, by a disinterested
party. It is to be hoped that out of the
present confusion there will come a
better understanding as a result of
greater knowledge, and that the ac
countant, being qualified by experience,
will be utilized therefor.
The provisions of the federal fairlabor-standards act recently enacted
have set minimum wages and maximum
hours for industry, and provide for the
appointment of an industry committee
for each industry engaged in commerce
or the production of goods for commerce.
It also provides that the administrator
of the act shall from time to time con
vene the particular industry committee
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for the purpose of investigating con
ditions of that industry and shall re
ceive its recommendations, after hearing
witnesses and receiving evidence, as to
the highest minimum wages which it
can pay after having given due regard
to economic and competitive conditions.
The utilization of the services of the
independent accountant would un
doubtedly be helpful to those having this
important duty to perform.
Furthermore, in the disputes arising
between particular companies and labor
organizations, either national, local, or
company, with respect to wage rates, it
is still thought that the assistance which
the independent accountant can render
would be of benefit to an equitable
settlement.
I do not mean to infer that the
activities of the accountant along these
lines are only applicable to the disputes
arising in the larger company employing
many thousands of people, but rather
to both the large and small company
alike.
Undoubtedly, there have been cases
of this nature on record, and as this
field develops it will result in a better
understanding between employer and
employee, and will be one of the most
important factors contributing to a
closer relationship between the account
ant and the public.
The responsibility which the directors
of a company have to the stockholders
to report periodically on the trend of
operations may very well be extended
in the future to their employees as well;
therefore, the opinion of the accountant
as to financial position of the company
and the results of its operations may be
viewed by the employees of the com
pany as well as by its owners.
Consumers
The third phase of the relationship of
the accountant to the public has to do
with the consumer, and here again this
relationship may be largely affected by
legislation which has been enacted. I

refer to the national industrial recovery
act and the Robinson-Patman act.
Both of these laws undoubtedly con
sidered the relation of the cost to pro
duce or manufacture an article to its
selling price. Accounting is the medium
by which proper costs are determined,
and it undoubtedly will be recognized
as one of the most important factors
in the administration of the RobinsonPatman act. In an address made by
Robert E. Freer, a member of the
Federal Trade Commission, he states,
“ It is my personal hope and belief that
a by-product of the Robinson-Patman
act would be the development of a more
adequate system of accounting for cost
distribution capable of helping business
men to be not only law abiding but also
more efficient. The devices which have
been used thus far to give the important
knowledge of costs made desirable by
the act have often proved to be inade
quate.”
“What items shall be included in cost”
is a subject on which there is a neverending controversy, but nevertheless it
is an accounting subject.
The basic principles underlying the
purpose of the Robinson-Patman act,
which amends section II of the Clayton
antitrust act, are to prevent discrimin
ation in prices between different pur
chasers of commodities of like mer
chandise by the seller, unless a dif
ferential in price can be justified by
varying costs of manufacture, sale or
delivery. It is evident that the principal
factor existent in the determination of
alleged differentials is accounting in its
application to the above stated opera
tions of a business.
The Federal Trade Commission has
the right of investigation of alleged
violations, the respondent company
having the right to present its side
of the case, and undoubtedly greater
weight will be given to the respondent’s
evidence, which will be largely of an
accounting nature, if presented by an
independent accountant.
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The Chandler act recently enacted by
Congress, which amended certain pro
visions of the bankruptcy act, provided
for further reports such as the statement
of affairs, as provided in section 7, and
the sworn statement as to inventory
and its cost, also provided in section 7.
As we know, the trustees were required
to make periodical reports upon the con
dition of the estates, moneys on hand,
and other details, every two months,
and to make final reports at a specified
time.
Furthermore, where a company is
reorganized under the provisions of
article X, formerly known as section
77-B of the old act, it provides that in
reorganizations where the indebtedness
is over a minimum of $250,000 provi
sion should be made in the charter of
such reorganized company or new com
pany for periodical reports to be made
to security holders.
In Great Britain, where the procedure
is similar with regard to receiverships,
the receiver appointed is almost in
variably a professional accountant for
the reason that his qualifications have
made him fit for this particular work.
I quote from Sir Lawrence Halsey’s
article mentioned before, “The success
with which accountants faced the prob
lems of realizing the estates in large
bankruptcies which occurred during
Creditors
certain of the financial crises of the nine
Bankruptcies and receiverships pre teenth century brought credit to the
sent another angle of that relationship profession and strengthened its hold
of the accountant and the public, who upon the respect of government and
in this instance is the creditor. The businessmen alike.” Apparently the
very nature of the duties imposed on reason for such success was the training
those appointed to administer bankrupt of the accountant for an orderly approach
and receivership estates is based on an and conduct of his work. The investiga
orderly liquidation of the assets of such tion conducted in the administration of
bankrupt estate, and the orderly pay bankrupt estates by Honorable William
ment of such realization to creditors as J. Donovan, former Assistant Attorney
their respective interests may appear, General of the United States, culmin
or an orderly conservation of such assets ated in certain remedies being suggested,
pending an acceptable plan for reorgan one of which was a more business-like
ization agreed to by creditors, and one basis for the administration of bank
of the most important requisites is a rupt estates, and another, relief of the
proper basis of accounting.
courts from administrative burdens. It
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There is one point to be considered
in any alleged violation, and that is the
question of competition. Therefore, I
believe that it is desirable that the
average accountant become more famil
iar with markets and commodity prices
in order to understand fully this matter
of competition.
The keen public interest in the na
tional industrial recovery act and the
interest evidenced possibly to a lesser
degree in the Robinson-Patman act
seem to indicate that the public is be
coming more cost-minded. Here the
utilization of the services of the ac
countant should result in a closer rela
tionship between the profession and the
public.
Possibly the facts which the account
ant presents in matters of this sort will
reveal one factor which is of extreme
importance but about which little is
known, and that is the question of taxes,
both direct and indirect, and their
relative part in commodity costs. The
growing desire on the part of the public
for a knowledge of what makes “the
wheels go round” indicates that the
educational standards of our people are
rising, and the accountant can be
counted on to contribute his part in
helping to maintain these rising stand
ards.
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seems that, if the first were accom
plished, it would to a large extent elimi
nate the second. Therefore, because of
the qualifications of the accountant and
the increased importance placed on a
systematic reporting based on orderly
accounting, it seems fair to assume that
the accountant in this country will fol
low in the footsteps of his British cousin
and enter this field to a much larger
extent in the capacity of trustee or re
ceiver. In so doing he would undoubt
edly strengthen the growing relation
ship between the accountant and the
public, the creditor.

Small Businessman
The development of various account
ing machines, ranging from the most
simple register for recording cash up
to the more complicated bookkeeping
machines, also has its effect on the
appreciation of accounting by the pub
lic. Such machinery has minimized
effort, but to a large extent has brought
to the public, in this instance the small
businessman, the necessity for ac
curacy with respect to his income and
outgo. With all this, possibly he still has
not come in direct contact with the
public accountant, but with the de
mands made upon him for periodic state
and federal reports, usually of a com
plicated nature, this relationship will
undoubtedly become closer. It behooves
the accountant to continue his interest
to an increasing extent in the introduc
tion of accounting machinery for small
businesses and to utilize it wherever
possible, for in so doing he will come in
contact directly with a part of the
people for whom he has not up to this
time rendered service.

explain the intricacies of the pari
mutuel system.
The activity of the accountant in
civic affairs has not been in proportion
to the participation of some of his pro
fessional brethren, nor in proportion to
the value of the service which he could
render.
We have many civic institutions in
this country such as social-welfare
organizations, hospitals, libraries, and
community cooperative-saving societies.
The increasing scope of the accountant
today will undoubtedly qualify him to
act in an advisory capacity in the
administration of these institutions
from a financial or operating cost view
point. There is no question that the
accounts of these organizations to a
large extent are subjected to review by
independent accountants and that such
reports contain valuable suggestions.
Furthermore, it is undoubtedly a fact
that the fees which accountants receive
for such services are far below the
amount which they would receive for
handling a like commercial engagement,
and at least due credit must be given
to the profession for its interest. It is
felt that the services of the accountant
could be utilized in an advisory capacity
and oftener than the usual periodic
annual examination, and in so doing the
accountant would share in that time
and effort expended by our citizens—
usually gratuitously—in the adminis
tration of these civic institutions.
There are an increasing number of ac
countants who are accepting responsible
executive positions in the administra
tion of the affairs of our political
subdivisions, usually at the sacrifice of
public practice. However, again it
would appear that there is a need for
the increasing participation of the ac
countant. All revenue raised in our
various political subdivisions is taxes,
and in view of the fact that the ac
countant daily concerns himself with
taxes, coupled with his knowledge of
local government financing, he should

Civic Affairs
The time has come when the account
ant should assert his independence with
respect to being compelled to keep the
bridge score as his contribution to the
social order. It also might be well to
mention that he is often called upon to
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prove invaluable in the financial ad
ministration of political divisions.
Comparatively few of our various
governmental subdivisions have peri
odical audits by independent account
ants, and up to the present time there
has been little demand on the part of
the public for an independent audit.
When we consider the large expenditures
made by the Government in its various
activities, it is not beyond the realm of
possibility that the public will want
more of the services which the inde
pendent accountant can render in these
matters.
To sum up, the service which the ac
countant can render the public opens

up the most fertile field for his en
deavors, which up to the present time
has largely not been scratched. In
order to prepare properly for this ap
preciation by the public, the account
ant should take steps to inform the
public of his qualifications through a
systematic and dignified program of
education. It also behooves him to pre
pare himself to use the language of the
public and to present the results of his
work and his opinions in simple terms.
In the end, based on the high principles
upon which this profession has been
built, he will have rendered a service
which will be a substantial benefit to
the public.
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By A. DeWitt Alexander
Educational Standards
he problem of raising educational
standards is perhaps today prima
rily a question of whether or not
graduation from a university should be
required as a prerequisite to the C.P.A.
certificate. It is easy to make a flat
statement that we are ready for this
step, but we should look farther, for we
cannot raise the standards of the pro
fession with arbitrary minimum require
ments for the C.P.A. certificate. Just to
say that a requirement of four years at
college will raise the standard is no bet
ter than saying that four years of post
graduate work will raise it even higher.
(I am speaking of the average standards
of the public accountant in practice,
certified or not.)
If you are wondering whether the
basic requirements for the C.P.A. certif
icate should be raised, set out the tele
phone books for the largest cities in your
state for the last few years, open the
classified sections to “A,” and sepa
rately tabulate the number of “Ac
countants, Public,” and “Accountants,
Certified Public.” If the certified men
are growing in number, you may be
ready to raise arbitrary standards. If
not, take heed. You will be sending out
an invitation to noncertified men to
attend at the committee rooms in the
state capitol, and you will wind up with
a licensing statute that will ruin the
effort spent in building up the standards
of the C.P.A. certificate.
Call this politics if you wish, but it is
also sound reasoning, because demand
will fix the standard. The wartime de
mand for accountants, occasioned by
the then new income tax, lowered the
standard even if it eventually served to
raise it. If today there were a sudden
requirement that all corporations should

file statements audited by independent
public accountants, the standard would
go down, and there is nothing we could
do about it. I have lived where the
statute required an auditor for every
corporation, and have not forgotten the
truck driver I found who had been
appointed auditor—and who continued
to drive his truck. On the other hand, no
matter how many accountants are
trained, or how well they are trained, if
the demand is not there they will be
as helpless as Russian Imperial Army
officers are today.
Uniform State Legislation
On this topic I have but brief and
pessimistic remarks to offer. Perhaps
that will urge someone more optimistic
to speak up. The lamentable differences
between the laws of the various states,
with the resultant variation in standards
and restraints upon the passing of ac
countants across state lines, cannot be
as easily remedied with uniform laws,
such as those relating to negotiable
instruments, bills of lading, stock trans
fers, etc., where the flow of commerce
affects so many of the people in so many
of their dealings. Not that there should
not be a uniform law, as has been pro
posed. Such a law would have to be
reduced to essentials generally accept
able. In California (and I dare say it is a
condition existing elsewhere) we have
what is frankly admitted to be a statute
inadequate in many respects, although
it includes the basic essentials that
would be considered generally accept
able.

Basis of the Profession
If we are to discuss our place in the
business world, we should analyze the
basis for our existence as a profession.
By this I mean, to put it coldly, the
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function may not vary according as
our particular qualifications may be
able to serve momentary public demand,
but I do say that we can look into the
future more clearly if a predominant
purpose becomes better understood.
One illustration of the variation of
emphasis on one or another purpose is
afforded by certain publications set up
as our standard. Twenty years or so
ago there came out the Federal Reserve
Board’s bulletin with a standard for
financial statements, furnished with its
minimum requirements for auditing.
The standard form was excellent, but it
was for the needs of the short-term
creditor and not particularly adaptable
to the long-term creditor, the investor,
or the manager. Now we are excited by
the standards that the S.E.C. wants
for the investor. When you get into the
Extension of Services
discussion of principles of accounting
The basis of existence of the profes tomorrow, see how many expressions of
sion is to be distinguished from its opinion will be light of weight if con
functions. If you are looking into the sidered not from the investor’s view
future of the certified public account point, but from the viewpoint of the
ant, a clear understanding of functions short-term creditor.
is necessary if the view is not to be hazy,
I will suggest that a broad summary
yet our functions may not be summa of our function could be stated as inde
rized as easily as the basis of our exist pendent statistical interpretation of the
ence.
results of transactions expressed in
The fundamental purposes of most money values. This includes not only
professions remain the same through operating statements interpreted so as
generations. But what does the account to be tools of management but, beyond
ant do? Those gathered in this room that zone, the accountants have leaned
are at the moment variously deriving toward true industrial management ad
their major right to a living from inde vice. If there were enough qualified
pendently passing on financial state men to do this better than the desig
ments, engaging in tax practice, system nated managers of business themselves,
work, fraud and accuracy auditing a profession would soon form, drawn
(just a few probably), analyzing operat from engineers and economists as well
ing and cost statements, and acting as as from the accountants. Some account
consultants. Undoubtedly, preparing or ants are doing this well, but it is not
approving financial statements inde professional accounting work. They be
pendently comes closest to being our come allied with industrial regulation
main function, but it occupies a sur through associations; they are individ
prisingly small fraction, I dare say, of ually relied on for financial and credit
the time of all certified public account management, and so forth. Let them
ants put together. Thirty years ago, one when they are individually qualified,
generation ago, it was not the predom but let us not whoop up a new field
inant purpose. I do not say that our for the profession on account of it.
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reasons we are paid fees. The certified
public accountant exists because:
1. He can present unbiased reports.
2. His specialized knowledge and his
services based thereon are available
to the client that cannot afford to
hire a full-time employee with such
knowledge and ability.
Now one may discuss the functions
of accounting or enlarging the scope of
services of a capable person with a
thorough knowledge of accounting, but
in respect to the certified public ac
countant, his special place among all
accountants is based on these two fac
tors: His unbiased position and his
availability for part-time periods. In
discussing functions and their exten
sions we should not forget these primary
bases.

Future Developments within the Profession
Hospital management does not broaden
the true field of the medical profession,
nor does legislative activity broaden
the legal profession.
If the accountant wants to branch
out, we cannot stop him and I do not
know that we should. Not only is it
an American’s special privilege to be a
fool in his own way, but the world pro
gresses only when ten men try to make
fools of themselves and one of the ten
fails as a fool and turns out to be a
genius.
There is a promise for the profession
in the future, because of a need for
more and better services within its pres
ent scope. Perhaps we can foresee
statements completely adjusted for
fluctuations in purchasing power of the
dollar. Some day we may make regular

statements for stockholders, showing
who received the realization from opera
tions, showing how much goes to govern
ment, to management, to labor, to in
vestors, and to other enterprises, and
how much is reinvested. We can consider
a profit-and-loss statement which is
classified not to show the cost of plac
ing goods in the shipping warehouse and
the expenses of the selling and manage
ment departments, matters that the
operators are interested in, but rather
statements which will instead show in
vestors the expenses according as they
would or would not vary with a greater
or less volume of business. As long as
we work out needed developments
in the science of accounting, we will
remain in a profession and not a
trade.
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Increasing Responsibility to and Closer
Regulation by Federal Bodies
*
By Cyril Talbot
outset it might be well to
generalize a bit. Law in any
form is regulation. To the ex
tent that regulatory bodies exercise
their authority, the real responsibilities
of the subject of regulation tend to
diminish. Without law our responsibil
ity is greatest, for then the entire re
sponsibility for all of our actions in our
relations with other men falls squarely
upon our own shoulders. There is, then,
no one to say what is right and what is
wrong to another. Without law, we are
accountable only to our own consciences.
It is then only necessary to remember,
as Shakespeare says in Hamlet “. . .
to thine own self be true, and it must
follow as the night the day, thou cans’t
not then be false to any man.”
To a very large degree, whether or
not we are to be more closely regulated
depends upon our capacity for self
discipline and self-regulation. It is per
tinent to remark, however, that the dif
ficulty with this observation is that the
sole judges of our capacity in these
directions are the agents empowered to
regulate us. Events have moved so
swiftly and the plans and intentions of
men are so susceptible to change in
these confusing times that it is practi
cally impossible to know what opinions
and attitudes may prevail from day to
day.
Prior to the passage of the securities
act of 1933, Congress created numerous
administrative bodies with power to
prescribe accounting procedure. Prin
cipal among these are the Interstate
Commerce Commission, with jurisdic
tion over railway and other transporta
tion accounts; the Federal Communi
at the

* Read by Joel M. Bowlby.

cations Commission, with less well
defined, but still material, power over
telegraph and telephone matters; the
Federal Power Commission with author
ity in still other fields; and the Federal
Reserve Board, which has considerable
latitude in accounting matters of banks
and trust companies.
Broadly speaking, the authority of
these bodies is limited to the regulation
of accounts. It was not until the passage
of the securities act of 1933 that the
practising accountants, generally, be
came actually aware of, or much
concerned with, regulation of their pro
fessional activities by federal adminis
trative agencies. As Mr. A. A. Berle,
Jr., remarked in an address before the
annual meeting of the American Ac
counting Association last December:
“The national securities act of 1933,
under the guise of the simple phrases
requiring disclosure of all material facts
and elimination of any facts which
might tend to mislead in registration
statements and prospectuses, subtended
very nearly the whole arc of accounting
by the legal rule line. The power given
the Commission to indulge its own
views as to whether or not a set of ac
counts met the statutory requirements,
very nearly made the newly formed
commission a synthetic czar in the ac
counting field. ... At all events, the
accountant had suddenly come into his
own, as a part of the mechanism of
government control, though rather by
the shot-gun route; and there he is
likely to remain for some time to come.”

In fact, the powers given to the Se
curities and Exchange Commission
under the acts of 1933 and 1934 are so
broad as practically to make this ad
ministrative agency the final authority
in the accounting field. It, therefore,
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seems appropriate that we proceed on
the premise that our discussion of in
creasing responsibilities to, and closer
regulation by, federal bodies can be
confined to the Securities and Exchange
Commission.
The powers to regulate the profession
may be roughly divided into two groups:
(a) those dealing with the rules of
practice which affect the accountant
personally, and (b) those dealing with
the whole question of what constitutes
full disclosure of all material facts and
the elimination of any facts which might
tend to mislead.
Regarding the rules of practice, I
quote from rule II of the latest pub
lished rules which became effective
July 1, 1938:
“(e) The Commission may disqual
ify, and deny, temporarily or perma
nently, the privilege of appearing or
practicising before it in any way to
any person who is found by the Com
mission after hearing in the matter,
1. Not to possess the requisite qualifica
tions to represent others; or
2. To be lacking in character or integ
rity or to have engaged in unethical
or improper professional conduct.
“ (g) For the purposes of this rule,
practising before the Commission shall
include the preparation of any state
ment, opinion, or other paper by any
attorney, accountant, engineer, or other
expert, filed with the Commission in
any registration statement, application,
report, or other document with the con
sent of such attorney, accountant, en
gineer, or other expert.”

Commissioner George C. Mathews,
speaking before the Milwaukee Chapter
of the Wisconsin Society of Certified
Public Accountants, in January, 1937,
summarized his conception of the posi
tion of the accountant as follows:

under the securities act, a public ac
countant has the same status as a certi
fied public accountant. If he is an
accountant in public practice and is
independent of the issuer, he may
certify financial statements with all the
authority of the best firm of certified
accountants in the country. Apparently
the only determinations which the Com
mission may make as to his qualifica
tions are that he is independent, that
he is in public practice, and that he is an
accountant. Who is, in fact, an account
ant is not always easy to determine.
Probably the test would have to be
sufficiently easy so that individuals lack
ing a great deal in true professional
qualifications would come within the
term.”
Release No. 2 of the accounting series
advised us that, “in a recent case in
volving a firm of public accountants,
one member of which owned stock in a
corporation contemplating registration,
the Commission refused to hold that the
firm could be considered independent
for the purpose of certifying the finan
cial statements of such corporation and
based its refusal upon the fact that the
value of such holdings was substantial
and constituted more than one per cent
of the partner’s personal fortune.”
The following from an address of
Commissioner Robert E. Healy before
the annual meeting of the American
Accounting Association last December
is of interest:
“These thoughts lead to another
question and that is what protection
is to be afforded the accountant who is
discharged because he will not stand for
improper accounting? The Commission
is anxious to join in any proper effort
that can be made to protect him. I sug
gest that perhaps the first efforts along
these lines should be made by the ac
countants themselves. If we learn of such
cases, we shall try to deal with them.”
It might be well to note that, up to
the present time, the established policy
of the Commission in cases where crit
icism of practitioners has been deemed
necessary, has been to refer such cases

“Accountancy has not yet reached
the point which the legal and medical
professions have attained, in which the
practitioner must meet standards of
professional knowledge before he may
undertake to practise. For example,
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to the state societies and to the Ameri
can Institute of Accountants for what
ever disciplinary measures they may
think advisable.
It is in the second group of regulatory
powers that the greatest impact of the
S.E.C. is being felt by the accounting
profession. In this field, new regulations
are daily being established. It is only
necessary briefly to review the processes
by which these regulations became
authoritative to appreciate the extent
to which further regulation is advancing
upon us.
In practice, accounting points are
usually raised by the Commission in
the form of deficiency letters. The regis
trant may decide either that he will
comply with the suggestions implied in
the deficiency letter, or that he will argue
the matter out with the examiners and,
if he fails to reach an agreement there,
take the matter up with any senior
officer of the Commission he can get to
listen to him. If agreement is not reached
by this process, the registrant has only
one of three courses open. He may
comply irrespective of what he thinks
about it; or he may withdraw his regis
tration ; or he may stand his ground and
go to a hearing under section 8-d of the
act to determine whether a stop order
should issue on the ground that his
representations are fraudulent.
It is not necessary to be a crystal
gazer to state in advance what the
applicant will do. If he can, he will
comply. If necessary, he will abandon
the registration. For the most part, a
registrant feels that he cannot afford to
determine whether or not he is about to
commit a fraud. As summed up by Mr.
Berle in the address previously referred
to, the results of this procedure are:

1. Decisions so made are not recorded
or available to others as a guide of
conduct or a basis of informed
criticism and comment;
2. They are by no means necessarily
uniform, reasoned, systematic, or
grounded on anything other than

the feeling of the examining staff;
3. They are not reviewed by any com
petent authority, nor susceptible of
being so; and
4. There is no procedure leading to the
conclusion that such decisions are
valid precedent rather than purely
arbitrary determination, depending
on the capability and integrity of
the Commission staff at any given
moment.
Another process in the development of
these rules is found in the releases of the
accounting series containing opinions of
the Commission’s chief accountant. I
am happy to say that there has been
splendid cooperation between the Com
mission and the Institute’s special com
mittee on cooperation with S.E.C. in
working out the principles outlined in
these pronouncements. Accounting re
lease No. 4, issued on April 25, 1938,
was not an opinion of the chief account
ant but a statement by the Commission
with respect to its opinion on financial
statements, and the reaction of the ac
counting profession was not obtained or
requested prior to its issuance. I believe
that this statement marks a very defi
nite trend toward more rigid rules and
standards of practice and perhaps affects
the accountant more definitely in that
direction than any action which, hereto
fore, has been taken by the Commission.
This release reads as follows:
“In cases where financial statements
filed with this Commission pursuant
to its rules and regulations under the
securities act of 1933 or the securitiesexchange act of 1934 are prepared in
accordance with accounting principles
for which there is no substantial authori
tative support, such financial state
ments will be presumed to be mislead
ing or inaccurate despite disclosures
contained in the certificate of the
accountant or in footnotes to the state
ments, provided the matters involved
are material. In cases where there is a
difference of opinion between the Com
mission and the registrant as to the
proper principles of accounting to be
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followed, disclosure will be accepted in
lieu of correction of the financial state
ments themselves only if the points
involved are such that there is substan
tial authoritative support for the prac
tices followed by the registrant and the
position of the Commission has not
previously been expressed in rules,
regulations, or other official releases of
the Commission, including the pub
lished opinions of its chief accountant.”
What is “substantial authoritative sup
port?” I trust the Commission will con
tinue to consult with accountants when
it determines that question. Otherwise,
will not those who have most volumi
nously expressed their views on account
ing matters tend to establish “substan
tial authoritative support” regardless
of the soundness of such views?
This is the mechanism by which rules
of accounting are determined and for
all practical purposes written into the
law by the administrative agency having
the greatest degree of control over the
accounting profession.
Again quoting Mr. Berle, “The plain
fact remains that effective accounting
rules are made in camera, without
system, without effective submission to
criticism, with little guaranty against
arbitrary determination, and without
the continuous and open self-examina
tion which must go into rulings which
attain to the sanction and dignity of
law.”
The present attitude of the Commis
sion toward accounting problems and
the accounting profession, I believe,
may best be obtained from the public
addresses of Commissioners Healy and
Mathews, who have spoken rather
extensively on these subjects. From
these addresses we may obtain some
indication as to the future course in the
regulation of the profession. I quote
the following from the address of Com
missioner Healy before the annual
meeting of the American Accounting
Association, on December 27, 1937:

welfare of capitalism. Those respon
sible for them should take heed lest, in
winning too many such battles, they
lose the war. Many of you have had
similar experiences where the account
ant’s objection is met by the corpora
tion’s lawyer who is called in to say
that the law permits that to which the
accountant objects. The lawyer swal
lows or cooks up what the accountant
gags over. A little more discretion in
some of the third houses would aid the
cause of accountancy. These are not
mere academic bookkeepers’ arguments.
They go to the very vitals of invest
ment appraisal and corporate responsi
bility. ‘Accountancy,’ a famous French
financier is reported to have said, ‘is
government.’ It is the heartbeat of
modern corporate finance. . . .
“The staff, as the result of instruc
tions, has for some time been studying
the proposal to issue some rules dealing
with accounting and appraisals. We
are not thinking of a mass of rules or
innovations in accounting. We are
trying to express a few standards as to
principles which we believe are accepted
by a majority of good accountants,
especially of those who do not assume
the role of special pleaders for their
more lucrative clients. The approach
must be cautious, but my experience
with accountants leads me to the con
viction that they regret that standards
are not more exactly defined. They
recognize, as we do, that in many as
pects of accounting, inflexible rules
cannot now be laid down. But it cannot
be that there are no real standards in
accounting. It seems to me that one
great difficulty has been that there has
been no body which had the authority
to fix and maintain standards. I believe
that such a body now exists in the
Securities and Exchange Commission.
Its success or failure will depend in
large measure on how wisely it exer
cises this function.”
Perhaps the strongest statement
which has been made as to the inten
tions of the Commission with respect
to accounting and accountants was
made by Commissioner Mathews before
the annual meeting of the institute on

“Practices such as these menace the
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have the accountant’s certificate pre
sented along the lines of a definite
pattern down to the smallest detail of
format. The Commission had adopted
a general rule setting forth the require
ments of the content of an auditor’s
“The Commission also responds to certificate. The form of the certificate
the accountant’s desire that he be is left to the certifying accountant.
given no too rigid standard, for it recog However, the detail required to be
nizes that the practitioner has the included in the certificate should ade
first-hand experience with actual ma quately reveal the scope of the audit and
terials and problems of business. The the opinion of the accountant with
environment itself operates as a stimu respect to the financial statements and
lant to creation and development of the accounting procedures and prac
accounting principles. The books and tices followed by the registrant.
records of a living business suggest
“The manifestations of enviromental
alternatives to the auditing accountant, influences in the work of accountants be
. . . possibilities of whose very exist fore us establish definitely the necessity
ence a reviewing administrative body for action by the Commission in formula
may be unaware. And, if several years tion of standards governing the prepara
of administration of the legislation tion and presentation of financial
have taught us anything, it is that, in statements. Though we are reluctant to
large portions of the field of account take action which may work to stifle the
ancy, we cannot predict that tomor free play of creative forces in the active
row’s case can be adequately handled area of the practice, we are even more re
by today’s technique, for yesterday’s luctant to let those forces be suppressed
technique has so often proved insuf and distorted. Influence adverse to
ficient today. As administrators, we are the growth, recognition, and wide adop
loath to trust our judgment much tion of sound principle have thrived
beyond the particular case. We can principally because there has been no
advance or withhold criticism on the impartial authoritative agency to review
particular facts, but we are hesitant of accounting material prepared for pres
treating our decision as precedent or entation to the public. The pressure of
principle. In a field which has only competitive factors, in cases, over
recently become a province of law, comes devotion to principle. Stub
any lawyer knows the folly of codifi bornness is not likely to be carried to
cation. Recognizing that the accountant the point of loss of a client. The Com
has an opportunity far more extensive mission may serve as an authoritative
than our own to an end identical with tribunal to restore the balance. But if
our own, we dare not stifle him in the the accountant is to derive full ad
due performance of his service. Apart vantage from the existence of an
from specific application, which I need authoritative body upon which he may
not at this point discuss, we have ex rely, the Commission must at times
pressed our attitude broadly in our exercise its authority. The manner of
instructions governing preparation of exercise of our authority depends
financial statements of seasoned busi largely upon the quality of the account
ness: ‘The registrant may file financial ant’s output. We hope to avoid rigidity
statements and schedules in such form, and inflexibility of rules. The Com
order and using such generally accepted mission will assert its influence and
terminology as will best indicate their exercise its authority to hasten the
significance and character in the light general acceptance of those principles
of the instructions.’ This is further which have definitely proved their
exemplified by the Commission’s atti merit, but because of environmental
tude towards the accountant’s certifi factors have not been adopted, and
cate. Many of you know of efforts which will likewise seek to quicken the aban
at various times have been made to donment of practices identified with
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the body of accepted rules and prin
ciples which are nevertheless frowned
upon by the better thought in accounting.
“A recent action of the Commission
will serve to illustrate this attitude and
approach. Many of you are familiar
with the complaints originating in the
accounting profession against the use of
footnotes to financial statements to
explain the use of improper accounting
procedures or to correct the effect of
statements in the financial statements
themselves. Perhaps the growing op
position to the use of footnotes for
such a purpose would eventually evolve
or develop into a rule of accounting
prohibiting and condemning the prac
tice. It would occur, however, only
after a long struggle by practitioners
against the factors which have in the
past on so many occasions tied their
hands. The Commission on April 25,
1938, issued a release on this point in
this language.”

Mr. Mathews then went on to read
release No. 4 of the accounting series
which I have already quoted in its en
tirety.
The policy of the Commission as
portrayed in the above quotations is
summed up very well I think in the
following excerpt from Mr. Blough’s
address at New York on January 11,
1937, before the New York State
Society of Certified Public Accountants:

“What the future policy of the Com
mission will have to be I am not
prepared to say, but we are reluctant
to undertake the prescription of prin
ciples to be followed except as a last
resort. It is hoped the profession will
itself develop greater consistency in the

many places where uniformity appears
essential to avoid confusion in the
presentation of financial data, and you
may be assured the Commission stands
ready, in whatever way it can, to assist
the profession in accomplishing this
purpose.”

This is not a discussion of the extent
to which accounting practice can be
reduced to rules or standards. We are
not concerned here with whether the
purpose of the Commission is right or
wrong. What we are concerned with is
that there is increasing evidence of more
and more regulation. I know all of us
are most appreciative of the patience
the Commission has shown in its atti
tude toward our common problems and
of the continued indication of its great
reluctance to attempt any sort of “gen
eral regulation or regimentation” of
accounting or of accounting practition
ers. “All men commend patience,” said
Thomas & Kempis, although few be
willing to practice it. The indications
are, however, that this patience tends
to wear thin. Upon our attitude toward
the views of the Commission regarding
the rules and standards of practice,
largely depends the course of future
regulation. What shall that attitude be?
Shall we abandon the evolution of rules
and standards of practice to the Com
mission, or shall we put forth the utmost
effort to reach an agreement among our
selves and with the Commission as to
what matters of practice and procedure
may be reduced to rules and standards?
This seems to me to be the most im
portant question that we can discuss at
this time.
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Machine Accounting
Introduction
By Berl G. Graham
According to the plan for this meet
ing, a representative of each exhibitor
will be given a short time in which to
state briefly the merits of his equipment
or service and answer questions relative
thereto.
As chairman, I will introduce each
representative and I request that you
note the name of the representative and
exhibitor in anticipation of the question
period. If you wish to question the rep
resentative please rise, state your name,
and receive recognition from the chair
before stating your question. After you
have received recognition from the
chair your question should be ad
dressed to the representative.
Representatives of exhibitors whose
equipment is designed to record docu
mentary evidence of business transac
tions will do well to keep in mind that
public accountants insist that such
records be susceptible to proper audit
verification. Since the vouching process
and systems of internal check are so
important in determining this suscepti
bility to proper audit verification, a
brief explanation of these terms is in
order.

Vouching
The existence, ownership, and valua
tion of an asset may usually be verified
by tracing the entry therefor in the gen
eral ledger account back to the original
document whereby title to the asset
was transferred to the present owner.
Identification of the transfer of title
contract and comparison of the docu
ment with the general-ledger amount is
known as vouching.
All organizations engaged in business
for profit sell tangible merchandise or

services. Obviously, in order to be in a
position to have something to sell, ma
terials or merchandise must be acquired,
services of people must be obtained to
handle the merchandise, and facilities,
such as space and equipment, must be
provided for the handling of the mate
rials or merchandise.
Assets, services, and facilities are
usually acquired in exchange for prom
ises to pay certain sums at rather defi
nite future dates. Every promise to pay
a certain sum at a future date is evi
denced by some kind of contract to
indicate the value received in exchange
for the promise to pay.
Practically all records of business
transactions are now kept in accordance
with the double-entry system of book
keeping and every book of original
entry is a journal. Every entry on these
books is a journal entry and each entry
should be supported by documentary
evidence vouching for its propriety. The
auditor therefore thinks of every paper,
document, or written evidence of the
validity of journal entries, as vouchers.

System of Internal Check
Evidence of results of recorded trans
actions may be entirely satisfactory to
the auditor after very limited investiga
tion of the records, if proper control is
exercised by the chief accounting officer
of the enterprise over functions of
clerks who record the transactions.
Documentary evidence, supporting en
tries of transactions, should be routed
through the office in such way that
entries made by one clerk may be
reconciled with entries by another.
Such prescribed routings of vouchers
and functions of clerks as will consti
tute an internal check on the accuracy
of records are known as “systems of
internal check.” Whether these systems
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are properly outlined and are actually
followed by responsible clerks under
constant supervision of the chief ac
counting officer must be determined by
the auditor.
Documentary evidence or vouchers
are classified or grouped according to
kind of transactions by listing them on
separate journals, summaries, or re
capitulations. Each entry or listing is a
journal entry, and posting to subsidiary
detail ledgers is made from the voucher
or its individual entry. Monthly totals
of these entries on journals are the
source of posting to general-ledger con
trolling accounts. Since controlling ac
counts show in total the same amounts
which are shown in detail in subsidiary
or supporting ledger accounts, it fol
lows that the aggregate of all balances
shown by the subsidiary ledger ac
counts must equal the balance shown
by the corresponding general ledger con
trolling account. If listing of vouchers
on a journal and posting to controlling
accounts is done by one clerk and post
ing to subsidiary ledger accounts is done
by another, a system of internal check
is thus created and investigation of the
entire group of transactions may be
limited to tests by the auditor.
When the public accountant or audi
tor is called upon to express his con
sidered opinion relative to the fairness
of the statements, which are essentially
the representations of management, he
must make a sufficient investigation of
records of transactions to enable him to
formulate an opinion supported by logi
cal reasoning to the end that the ex
pressed opinion may be considered
authoritative.
The securities act of 1933 and the
securities-exchange act of 1934 require
that the certificate of independent pub
lic accountants give expression to cer
tain facts relative to statements sub
mitted by registrants and, as a result,
most certificates contain a sentence
similar to the following: “ In connection
therewith, we made a review of the ac

counting methods and examined or
tested accounting records of the com
panies and other supporting evidence in
a manner and to the extent which we
considered necessary in view of the sys
tem of internal accounting control.”
We hope the explanation of your
equipment will show how through its
use you expect to facilitate the vouch
ing process and continue or provide
systems of internal check.

Alexander Publishing Company
By Harold J. Dunne

Mr. Dunne did not present a pre
pared paper, but spoke extemporane
ously. His remarks have been sum
marized as follows:
A number of years ago a group of men
in New York devised a way of reporting
tax information which was different
from any other method used at the time.
They consulted a number of account
ants and tax men throughout the coun
try, asking them what they wanted in a
tax service, and those interviews re
sulted in the Alexander service.
One feature of our system is the
grouping of everything on a given sub
ject in one place in the service. Then we
have the pro-and-con method of pre
senting cases, which facilitates the
finding of citations needed to support
evidence in a brief. A third feature—
adopted at the suggestion of a member
of the accounting profession who wanted
some means of identifying a decision so
that he could turn to it and immediately
see what effect it had on prior decisions
—is what we call the “star decision.”
Finally, to simplify the work of the ac
countant in looking up a question, those
paragraphs of the law and regulations
that have warranted exceptions are
noted in a separate section, tied up with
tax control, which we pioneered in 1936.
We include in our tax service the
federal social-security act, and we also
have another service which treats social
security alone.
There is also the Tax Man's Letter,
giving the high lights of each week’s
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developments. We feel that we have a
definite responsibility to the taxpayers
and their advisors, and therefore we do
not hesitate to say what we feel. Many
men feel that they can advise a client by
means of this news letter.

be made from properly analyzed figure
facts. Consequently, public account
ants are continually engaged in research
of accounting practices that will im
prove business methods and assist
management in the better guidance of
Burroughs Adding Machine Com business. To illustrate the extent to
which public accountants are involved
pany
in business research, in February of this
By L. Deane Hall
year, at Chicago, the American Insti
The increase in volume of business tute of Accountants held a Conference
transactions, complexity of business on Municipal Accounting and Finance,
organization, the growing necessity for the purpose of which was to discuss the
the delegation of responsibility and need for better accounting and business
control—all of these factors have in methods in the physical management of
creased the dependence of the business American cities and towns. Almost
daily, in all parts of the country, groups
man upon records and reports.
One of the greatest factors in making of accountants are meeting for the
business conscious of public account purpose of discussing professional prob
ants’ services, was the passage of the lems, national and local legislation, etc.,
income-tax law years ago. Recently, so that they may serve their clients in
the social-security and state-unem the best possible manner. One has only
ployment-insurance laws have made to glance at the monthly publication of
business payroll conscious. Both of this association, to find evidence of con
these regulations have brought about stant research in the study of business
the need for more accurate, more legi problems.
Why is all this research taking place?
ble, and more quickly prepared records.
As a result of certain new regulations, Simply the desire of the accounting
some of the problems confronting the profession better to assist business in
accountant have also presented them its management. The accounting pro
selves to the manufacturers of account fession is to be congratulated upon its
ing machines. Since cost is always an contributions to the betterment of
important factor in the preparation of business practices that have resulted
records and reports, the extent to which from this study and research.
It is because of the splendid progress
the necessary accounting routine can be
performed by mechanical means influ made by the accounting profession that
ences greatly the degree and type of manufacturers of accounting machines
managerial control that can be effi have found it desirable to devote time
to the study of accounting routine and
ciently and economically exercised.
It is only reasonable to state that to engage continually in research work
public accountants, their clients, and to improve mechanical equipment so
sales representatives of manufacturers that it may more efficiently perform the
of accounting machines all have a com calculation, distribution, and recording
mon interest in the solution of certain of accounting data.
factors in the general accounting of
Through its world-wide organiza
tion, the Burroughs company has
business.
It has long been an accepted fact that been able to assemble material covering
business figures must be written intel literally thousands of machine applica
ligently, in order to focus attention tions and ideas that have contributed
upon important changes, and that wise to more efficient machine operation. It
decisions in matters of finance can only was in the early 1920’s that a new
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method of proof of posting for accounts found that one style of adding machine
receivable work was discovered in would not serve the requirements of
Switzerland. This method today is in business and as a result over 200 stand
general use throughout, not only the ard models of Burroughs adding ma
United States, but the world. The cen chines are now available. This likewise
tralization of discoveries, machine ap has been true of accounting machines,
plications, and ideas has resulted in the calculating machines, statistical ma
creation of a splendid research library. chines, typewriters, cash registers, and
The existence of such a library, contain others. Today the demand of business
ing experiences gained through apply has resulted in over 450 standard styles
ing accounting machines to accounting of Burroughs machines, with thou
routine, has through the years proved sands of features that may be added as
invaluable to representatives and cus required. New applications, which have
tomers alike. The facilities of this ma been brought about by many factors,
chine application library are also avail have resulted in the constant develop
able to accounting firms of recognized ing of new machines and devices for the
standing.
simplification and speed of recording
Some accounting machine companies accounting data.
believe that the development of mate
With the almost daily release of new
rial illustrating how machine applica machine features, the public accountant
tions are or may be applied to account today is faced with a real problem of
ing routine is a contribution toward finding time to keep abreast of new de
the betterment of certain accounting velopments in this rapidly expanding
routine. Permit me to illustrate. The field. It is a fact that accounting ma
widespread interest in budgetary ac chine men themselves are finding it
counting being shown everywhere by exceedingly difficult. Certainly the pub
public accountants and officials of gov lic accountant cannot be expected to be
ernmental agencies has indicated to the a technical expert in machine methods
Burroughs company the need for more in addition to his present interests.
information concerning budgetary con Neither should he be expected to be
trol through accounting-machine meth familiar with all phases of machine ap
ods. The result of this research and plications. Yet, in view of his position
study was the publication of a booklet as a business consultant and in view of
on the subject. Another illustration of the economies and other beneficial re
an attempt to make available informa sults made possible by the use of ac
tion of interest to accountants and counting machine equipment, most
others, is the publication of another accountants agree that knowledge of
booklet, written by R. F. Agard, for accounting machine applications and
merly city auditor of Topeka, Kansas. methods is desirable.
This last booklet makes available in
If this be true, then one of the major
formation describing how a minimum of difficulties to overcome is to determine
accounting equipment is applied to the how and by what means the accountant
preparation of records in that particu can be kept up-to-date on this subject.
lar office. Many more such illustrations It is almost impossible for any one to
can be quoted to illustrate the material secure the latest information from text
that is being made available on the books, because of the rapidity with
subject of machine accounting methods. which developments are released. In
More important than the prepara fact, it would be very difficult for pub
tion of such material is the develop lishers to keep editions revised. Very
ment of new machine methods. Many few schools teach courses in machine
years ago the Burroughs company applications, as yet. If public account
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ants are to be expected to acquire this
knowledge through the contact they
have with accounting machines when
working in clients’ offices, it is very
doubtful that a great deal of progress
will be made. It is true that some very
desirable information can be secured
through demonstrations, or by visiting
special shows or exhibits, and possibly
a very limited amount of information
from advertising literature. However,
public accountants working on systems
design and installations, either under a
well informed systems man or through
the assistance of accounting machine
men, can obtain a very workable knowl
edge of machine accounting methods.
It does seem inevitable, though, that
public accountants will have to depend
to a large extent upon the manufacturer
of accounting machine equipment for
information as to the latest machine
releases and their effect upon machine
applications.
Unfortunately, in the past, some mis
understandings have occurred between
public accountants and accounting ma
chine representatives. Most account
ants appreciate that in many cases ma
chinery is more economical than hand
methods. Probably a large majority of
these misunderstandings have been
caused by the overzealous salesman,
who has informed the client that he
wants to put in a new “system.”
Frankly, I am inclined to think that
many such cases occurred through the
misuse of the word “system,” rather
than the desire of an accounting ma
chine man to sell accounting systems,
since that is the work of the public
accountant. Today, I think most repre
sentatives of accounting machine com
panies recognize the technical knowl
edge of the certified public accountant
and are more than willing to cooperate
with him fully. I know that at no time
are Burroughs representatives expected
to render a continuous accounting
service that conflicts with accounting
and business consultation services or

dinarily rendered by public accountants.
In conclusion, let me say, that for
the public accountant and the machine
accounting man, the objective is the
same: namely, the rendering of the best
possible business service to the client.
We, in the Burroughs company, believe
that a full understanding of each other’s
problems and mutual cooperation is the
best way to achieve this end. And may I
leave this thought with you. Because of
the many new developments in ac
counting machines, consult the account
ing machine representative, and to
gether, with the client, discuss the
problem.

Office Machines Research
By R. W. Starreveld
The remarks of Mr. Starreveld, who
spoke extemporaneously, have been
summarized as follows:
I am here, not really as the president
of Office Machines Research, but rather
as an accountant from another country
—the Netherlands.
The accountants in our country have
no office equipment of their own manu
facture. The machines they use come
generally from France, England, and
the United States. Therefore, the ac
countant of the Netherlands has found
it hard to keep currently informed of
developments in accounting machinery.
This situation was somewhat bettered
when ten of the biggest accounting firms
organized a Central research organiza
tion. I happened to be associated with
that group. It grew very quickly, and
soon began publication of a loose-leaf
service. English accountants became
interested in it, and the English firm,
Lloyd, Bennett, & Griffith started a
publication venture in cooperation with
the Dutch organization. While I was in
England to organize that project, Amer
icans whom I met said, “This is some
thing we need in America today, if it can
be done on an impartial basis.” So two
years ago I came over to this country to
study the needs. I found many account
ants in sympathy with the idea, and so
the service was started here.
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The idea is to cooperate with the
people on the other side in an exchange
of information. Of course, you have
better and more up-to-date information
on office machines in America than our
foreign associates, while they can supply
the latest information on European
machines. We publish a monthly serv
ice, announcing new developments as
they come out, and describing impar
tially the possibilities and limitations of
the various machines.

Commerce Clearing House
By R. R. Rudolph
Mr. Rudolph’s extemporaneous re
marks have been summarized as follows:

This year we are publishing the silver
anniversary issue of our standard fed
eral tax service, and it has been a pleas
ure to talk with some of the men in at
tendance at this convention who tell me
they have a complete file of all tax
services from the very first, which was
in 1913. Since then many other services
have been developed. It is our constant
aim to bring out services which will be
of assistance to the accountant.
The services are, as you know, in
loose-leaf form, and thus can be kept
up-to-date in the speediest possible
manner. New rulings, regulations, and
court decisions are constantly changing
the interpretations upon which people
depend. A bound volume would soon be
out of date.
I want to call your attention to a new
service which we are showing here at
the convention. Because of our facilities
for gathering laws from the various
states, the American Institute of Ac
countants asked us to cooperate with
them in bringing out this “Accountancy
Law Service.” It shows the law in effect
in each state governing the activities of
the accountant, the code of ethics, the
regulations and rules prescribed by the
state board, and also court decisions
bearing on accountancy law. All changes
will be currently reported. It is impor
tant for the accountant, when he goes
across a state line, to know the proper
procedure to protect himself and to ob
serve the law in every particular.

We ask each one of you, particularly
members of state boards or members
of state societies, to stop at our booth to
look at the service. If you have meetings
during the next few months, we would
be very happy to forward this service
for display.

Ditto, Inc.
By E. G. Harrison
The common conception of account
ing equipment includes many different
devices, all of which are equipped with
calculating means. The Ditto machine
has no means of calculating and is
therefore not usually thought of as an
accounting machine.
We all are quite familiar with the use
of Ditto for making copies of financial
statements, profit-and-loss statements,
and balance-sheets. It has been used for
this purpose for years because it is the
most economical and efficient method
known for making less than a few hun
dred copies.
The fact that we can copy both red
and black readily has also fostered its
use. We are also familiar with its use for
making copies for temporary forms and
work sheets, and because of Ditto’s
peculiar adaptability to these applica
tions, it has gone along for years as a
duplicating machine only. Recently,
however, accountants have put our
machines to a great many other uses.
In order to illustrate to you the ac
counting uses to which our machines are
being put, I shall ask you to draw your
selves out of your particular positions
in business, and look down from a high
vantage point on the whole picture of
accountancy as it is practised.
We see a mass and maze of small in
dividual figures, starting at the source
of each transaction. These figures are
posted and reposted, then gradually
merged into larger units, and finally
are blended into a complete statement
reflecting the condition of the organiza
tion as a whole.
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All accounting machines are con
cerned only with the details, the drudg
ery of the accounting work. They can
not analyze. They cannot think. There
fore, my talk will deal with the detail
of accumulating and the blending of this
mass of figures into the final statement.
We find in this detailed activity, two
distinct divisions. One, the copying of
the same figures to many different rec
ords. Two, the accumulation of many
individual units into one large figure.
Let us therefore divide the detail
work of accounting into two divisions:
(1) copying of the same information;
(2) calculating or merging many figures
into a total. By far, the larger amount
of detail work is expended on the copy
ing problem.
When we post directly from the origi
nal writing to ensuing records with
photographic accuracy, we eliminate
the need for any calculations that were
previously necessary to prove the ac
curacy of the posting.
The Ditto machine provides a method
of copying the individual postings with
photographic accuracy, and thereby
eliminates many calculations previously
made necessary because of rewriting.
When we copy with photographic ac
curacy, it is not necessary to make ad
ditions and cross balances in order to
check the accuracy of our postings, and
to that extent alone Ditto enters the
calculating field. But with that excep
tion, we are concerned only with the
duplicating or posting of the same
figures from one record to another.
Our chairman has pointed out the
importance of vouchering. What better
method can there be than by working
from a photographically accurate copy
on all records? Whenever a figure, with
out being changed, is posted on more
than one record with more than one
writing, an application for a duplicating
machine exists.
In order to illustrate, let us examine
our pay-roll method. It was not more
than five years ago that Ditto machines

were not thought of in connection with
pay-roll accounts. But here it was dis
covered by accountants that there were
from three to seven rewritings of identi
cal figures on various records, in each
case causing the necessity of additional
calculations to prove their accuracy.
By designing the forms so that all of
this information is copied from the origi
nal writing, we not only eliminate check
ing calculations, but produce the de
sired results with a great deal more
speed at the time when speed is most
needed, at the end of the pay-roll
period.
Here is how this is accomplished.
This is the original writing, the em
ployees timecard or piece-work card
or work sheet. It can be called by any
term, but it is the original entry of the
amount he earned.
Since this is written in Ditto ink
which we provide in the form of ribbons,
carbon papers, fluid inks, and pencils,
it is possible to copy directly from this
writing these following records: the
summary sheet, the department copy,
the employees earnings record, the
statement, and the check. Any other
forms that are necessary can be pro
duced from this copy.
You will note that we started with
one writing on one sheet of paper and
placed that in line with nineteen other
sheets of paper, so that they are all
copied on one sheet. We have placed
this one line in the desired spot on an
other sheet, on the individual earnings
record, and we have again copied all of
this information on twenty separate
checks. This illustrates the possibility
of posting accurately to various records
by the use of a duplicating machine.
This same principle, as outlined here,
can be applied to many other methods,
such as production systems, piece-work
tickets, sales analysis, stock control,
purchase order, accounts payable, ac
counts receivable, and even dividend
payments.
I believe that I have illustrated that
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a big portion of accounting is copying,
posting identical information from one
record to another. We have also shown
that we can take one or more lines of
information, and place this information
in any position on another sheet, and
combine it with other postings. Putting
this in another way, we can take several
lines of information and post them to
separate individual sheets. We can also
place this information on any position
on the copying sheet.
To sum up, a great bulk of accounting
effort is expended in posting identical
information from one sheet to another.
Many calculations are made to prove
that this posting was done accurately.
The Ditto machine can accomplish this
with photographic accuracy, and for
that reason enters very definitely into
the accounting machine field.

International Business Machines
By William H. Goebeille
In the short time allotted, we do not
propose to picture the punched card
principle and its growth, but rather to
discuss the possibilities of a closer co
operation between the accountant and
the accounting machine representatives.
We certainly have one thing in com
mon and that is to better our services
to management, and here is where ma
chine accounting definitely enters the
picture. I think we are safe in saying
that punched-card accounting is here to
stay and that there will be a constant
refining by those who have secured the
proper understanding to obtain the
inherent advantages which punched
cards have to offer.
There have been in the last few years
a number of installations of general
ledger accounting. For the sake of this
discussion, we will say that fifty per
cent of them have been failures. By de
duction, fifty per cent have been suc
cessful. The success of the latter fifty
per cent is a tribute to the understand
ing of the accountants and comptrollers

who installed them to meet their in
dividual and peculiar requirements.
To give the certified public account
ants and private accountants the benefit
of the doubt, let’s discuss the other fifty
per cent. Did they fail because of
punched cards or in spite of them? In
other words, did you as accountants ad
minister the proper medicine after care
ful diagnosis or did you give the patient
up for dead at the first sign of a paling?
The manufacturers of punched-card
equipment have endeavored to secure
the cooperation of outside auditors and
in some cases have not been successful.
After an installation of general ledger
accounting on punched cards, they have
either successfully converted the in
different auditor or gotten farther
away from that much needed coopera
tion.
We would like to be able to say to our
prospects and customers: “Let’s call in
your outside accounting firm to review
our plan in its entirety and determine
whether it is satisfactorily set up to
meet everything you need. We can have
the benefit of his suggestion and we can
be certain that we are getting off to a
good start.”
Frankly, gentlemen, we hesitate to do
this because of the possibility that ex
ists that you will condemn the entire
recommended procedure because of
your recollection of the Whoozit Manu
facturing Company where the recom
mended procedure was not sufficient
to meet all requirements. In my own ex
perience, I could name several concerns
who after one unsuccessful attempt at
punched-card accounting have re
established punched-card procedures to
the satisfaction of everyone.
The backbone of our accounting
structure is based upon two very simple
original documents. On the one hand,
we have the debits and, on the other,
the credits. Where any particular vol
ume is encountered, what can be more
flexible than copies of these documents
on punched cards which can then be
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Marchant Calculating Machine
Company

tion, and the control keyboard can be
operated with one hand, and with either
hand, leaving the left or right hand free,
so that even a child can operate it.
The carriage is controlled, also, by a
two-way carriage slide, moving in
either direction merely by pressing the
button as designated. The shift from
multiplication to division is completely
automatic.
Getting down to the operation, sup
pose you wanted to multiply nine times
seven. Now what could be simpler than
merely writing this nine in the keyboard
dial, turning over the multiplier row of
keys, depressing the seven, which is the
other figure, which will then appear in
the upper dial. The result is that sixtythree appears in the middle row. Merely
press the division key and it automati
cally divides back.
We have an automatic adding bar,
which eliminates the setting and reset
ting of levers. On many machines it is
necessary to complete die addition and
check the list before error can be dis
covered. The flexible keyboard provides
opportunity to make corrections at any
time.

By C. W. Seidel
Mr. Seidel’s informal remarks have
been summarized as follows:

Monroe Calculating Machine
Company

readily and automatically sequenced
and listed for the accountant’s scrutiny?
Our task then, is to set up the routine
and procedures to utilize this flexible
medium in a manner which will be of the
utmost utility to everyone concerned.
The particular company with which
I am connected is continually striving
towards that end, and today is con
templating offering, in line with their
educational program, specialized courses
in punched card accounting designed to
acquaint the accountant with some of
the successes of punched cards and what
has made them successful.
This convention has given us the
opportunity to renew acquaintance with
old friends in your profession and we are
hopeful that a frank discussion of our
common problems will result in a better
understanding between the accountant
and the machine accounting organiza
tions.

The first calculating machine was By C. E. Rossell
introduced in the middle of the fifteenth
Mr. Rossell spoke extemporaneously.
century, by a man named Pascal. The His remarks have been summarized as
first American machine appeared on the follows:
market somewhere around fifty years
The latest Monroe fully automatic
ago, with the same principle improved.
When speed, together with silence, in calculating machine is different from
calculating machines was demanded by anything before offered to the American
the public, the Marchant Engineering public. This new machine is handled
Company in 1920 set to work to find a simply by putting in the first number,
principle which would make that possi called the multiplicand, touching the
ble. They succeeded after fifteen years, set-up key, putting in the next number,
and the machine here on display is the and touching the multiplier key.
Some of the features of the Monroe
result.
This machine has silent speed, and bookkeeping machine we like to enu
instead of its mechanism being of the merate are the velvet touch, safety
intermittent, disconnected, rachet type, touch keyboard, enclosed motors, adapt
it is constantly geared and produces a ability to a variety of programs, the
steady speed of nine hundred revolu turn of the columnar spacing bar, the
tions per minute, with a mechanical register controller, the carriage action
speed of approximately one-tenth of control bar, flexibility of registers, auto
that. It is completely electric in opera matic transfer between all the registers,
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improved carriage action, visible print
ing, automatic ejection.
The plus bar is used for all operations,
including adding, nonadding, printing
to add, etc.
We have brought out one original
method of proof. It is called confirmed
proof, and is based on the principle that
the shipments equal the receipts, minus
the balance on hand, and that the re
ceipts equal the shipments, plus the
balance on hand. The same principle
has been adopted with equal satisfaction
with sales to date, accounts payable,
and other programs.

National Cash Register Company
By D. E. Renaley
Mr. Renaley’s remarks were extem
poraneous and have been summarized
as follows:
It might be more accurate to refer to
bookkeeping machines, than to ac
counting machines. Bookkeeping is the
systematic recording of business trans
actions in various forms of records, and
that is the purpose of our machines.
If an accounting or bookkeeping
machine is to serve effectively, its fea
tures must include simplicity of opera
tion, speed, and flexibility. In consider
ing the value of a machine to a business,
there are certain results expected: a
saving of time, increased accuracy,
increased legibility, and relief from the
drudgery of hand and head methods of
accounting.
Our company today makes what is
known as standard machines for certain
applications that have been more or less
standardized throughout the business
world.
Thorough study is required to lay out
a plan and select a machine for a particu
lar purpose.
Mr. Renaley then described in turn
machines especially devised to meet the
needs of banks, building-and-loan asso
ciations, retail stores, hotels, laundries,
and instalment houses. He also de
scribed machines having special pur
poses—for example, a variety of check
writing machines.

Underwood Elliott Fisher Com
pany
By Thomas C. Werner
I cannot help but feel that in ad
dressing you on the subject of account
ing machines, I am bringing coals to
Newcastle. In any event, I trust that I
will not be judged in the same manner
as the lecturer who asked a member of
the audience, after the lecture, how he
liked his address. “I had three faults to
find with it,” stated the listener. “And
what were they?” asked the lecturer.
“Well, in the first place it was read;
secondly, it was not well read; and
thirdly, it was not worth reading.” The
mere fact that you are here today indi
cates an interest in the subject and since
your training for the degree of certified
public accountant equips you with the
power of intelligent analysis, it is en
tirely possible that I should be listening
to you rather than talking to you. How
ever, the laws of nature are the laws of
business and business machines—these
laws demand adaptability to change and
I welcome this opportunity to indicate
to you how Underwood Elliott Fisher
keeps abreast of accounting require
ments irrespective of what they are
from time to time.
I am taking the liberty of proceeding
on the assumption that you are all
acquainted with two articles, respec
tively titled “The History of Account
ing Machinery” and “Accounting Ma
chines of Today, ” prepared by the com
mittee on accounting machinery of the
New York State Society of C.P.A’s
for publication in the Society’s quar
terly bulletin of October, 1937. These
two articles were also printed in the
bound report of the Fiftieth Anniver
sary Celebration of the American In
stitute of Accountants, pages 461 to
479, inclusive.
I should like to refer specifically to
the article “Accounting Machinery of
Today.” Because it was prepared by
a technical committee of certified pub
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lie accountants, it has the stamp of
professional authenticity. According to
the well qualified authors, the features
of the accounting machines that are
meeting present-day requirements are
summarized nuder the captions: Key
boards, Carriage Tabulation, Accumu
lation, Writing Surface and Feed, Visi
bility, Automatic Repetition of Post
ings or Totals, and Proof of Pick-Up.
Is it not interesting to note that, with
the exception of the fully visible 81-key
keyboard and its combinations, the lack
of recording visibility and the provision
of a calculator mechanism in combina
tion with a 10-key keyboard, Un
derwood Elliott Fisher accounting
machines incorporate every feature
mentioned in the article referred to. In
cidentally, anyone who attempts to
meet all present-day accounting require
ments is impressed by the fact that the
millennium has not, as yet, been reached
by any one accounting machine manu
facturer. All accounting machines avail
able in this country today have special
features of undoubted merit, but obvi
ously no one machine embodies every
conceivably helpful feature. Primarily
for this reason, Underwood Elliott Fisher
manufactures three complete lines of
distinctly different accounting machines,
the Elliott-Fisher line, the Underwood
line, and the Sundstrand line, each
group containing many different mod
els. With specific reference to features,
we should like to call your attention to
the fact that Elliott-Fisher accounting
machines are equipped with a 10-key
typewriter keyboard, key tabulation,
register accumulation without auto
matic printing of totals, and flat writing
surface and feed, partial visibility, and
several proof of pick-up possibilities.
The Underwood accounting machine
features a multiplicity of cross-computing
registers, affords complete visibility of
the recording operation, and is equipped
with front or rear feed cylindrical
platens. The Sundstrand machine, in
addition to being equipped with auto

matic carriage tabulation, automatic
printing of totals, both from the cross
footing registers and the vertical accu
mulating registers and automatic repeti
tion of postings or totals, incorporates
other automatic features not specifically
referred to in the article; for example,
limited automatic multiplication, auto
matic non-print, automatic printing of
date and folio numbers, and automatic
off-setting of negative balances, to men
tion several of the more important.
It is well to note that all models in
the three distinct lines of bookkeeping
machines manufactured by Underwood
Elliott Fisher are extremely flexible in
application, with the result that any one
machine can be easily applied to several
different bookkeeping operations with
out the necessity for mechanical ad
justments.
Even if time would permit, we have
no intention of reviewing in detail the
many features incorporated in each of
our machines. To do so would merely
present verbally information that is
yours for the asking, submitted in
printed form for your careful considera
tion and future reference. I have with
me several specimen booklets, copies of
which are available for distribution at
our exhibit here or at any of our branch
offices throughout the country. For just
a moment, however, I should like to re
fer briefly to the three features enumer
ated in the article that have not been
built into Underwood Elliott Fisher
accounting machines.
First, our company is convinced, as a
result of exhaustive experimentation,
that the 10-key principle of operation
assures best results, generally speaking.
Please do not infer from this state
ment that the 81-key keyboard has no
merit. I do not intend to create such an
impression. We do feel that the 10-key
principle of accounting machine opera
tion naturally follows the development
of touch typewriting and provides
best results in the great majority of
cases.
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Second, with respect to the visibility
of the recording operation, although we
admit that partial visibility may be of
assistance occasionally in preventing
incorrect operation of the machine, we
firmly believe that complete visibility
of the recording operation is most de
sirable generally, and that complete
lack of visibility is as unsatisfactory
today as a blindwriting typewriter
would be.
Third, in so far as the incorporation
of a calculator mechanism in a book
keeping machine is concerned, we are of
the opinion that maximum production
can be obtained by separating the cal
culating machine and bookkeeping ma
chine functions in all but exceptional
cases. So much for machine features.
The article makes only incidental
reference to the importance of service.
Our company is firmly convinced that
any purchaser of new accounting ma
chine equipment is entitled to prompt
and efficient repair and adjustment
service. And I know that our respected
competitors feel the same way. How
ever, since all machines made by man
are subject to failure occasionally—
as is man himself—prompt and effective
service must be provided in order to
minimize inconvenience to the user. In
fact, as a matter of company policy,
Underwood Elliott Fisher will not ac
cept an order for machine equipment

that is to be shipped into territory
where proper service facilities have not
as yet been established. This necessary
rule works a hardship saleswise chiefly
in the far-flung foreign field, since
practically all of this country is within
traveling distance of one or more of the
several hundred Underwood Elliott
Fisher service workshops established
throughout the United States.
The excellent article referred to
during the course of our remarks ends
with a most significant statement. I
should like to read it to you: “The ex
perience of the certified public account
ant in the various organizations of his
clients will indicate the fact that a
majority of the business organizations
of today are still very much behind the
times in respect to the adoption of
efficient and economical machine meth
ods and accounting routines.”
For years, the literature of our com
pany addressed to prospective users of
Underwood Elliott Fisher equipment
has featured the slogan—“Ask your
accountant how our machines can help
you.” I should like you to test the sin
cerity of this statement by visiting
us either at our exhibit here or by con
tacting any Underwood Elliott Fisher
sales office in this country or abroad,
and give us an opportunity to cooperate
with you in “speeding the world’s
business."
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Accountancy Examinations of Canada
By Austin H. Carr *
is not the first time that I have
had the opportunity of attending
your annual meeting. I have been
present at several within the past
years, and less than a year ago, with a
dozen or more other members of our
association, I attended that memorable
meeting in New York to celebrate the
fiftieth anniversary of your Institute. I
have looked forward in happy anticipa
tion to this week. One cannot be present
at conventions such as yours without
having at the close not only a feeling
of happiness at meeting so many kin
dred spirits, but also a sense of satis
faction from hearing papers read and
discussions held on a variety of subjects
of interest to members of our profession.
At the annual meeting of the Domin
ion Association held in Halifax last
month we had the privilege of hearing
an interesting paper by your vice-presi
dent, Mr. William C. Heaton, on the
progress of the profession in the United
States. We congratulate you on that
progress. I welcome today’s session as
an occasion for learning more about the
education and the background of those
entering the accounting profession in
the United States and in Great Britain,
and shall try to tell you something
about our own profession in Canada.
You have asked me to speak on “Ac
countancy Examinations of Canada,”
and I am assuming that my remarks
should be confined to the examinations
in the strictly professional subjects of
accounting, auditing, and kindred sub
jects, excluding those in the curricula
of the high schools, universities, and
other educational institutions.
As an examination is the testing of
knowledge or ability of candidates by
questions oral or written, I shall en

deavor to outline as briefly as possible
the system generally in use in Canada
for qualifying people for our profession
ten
—that is, to become members of a
provincial institute of chartered ac
countants. In order for me to do so, it
will be necessary to refer first to what
is antecedent and complementary to
those examinations; then when I come
to discuss the examinations themselves,
perhaps we shall more readily appre
ciate the place which they have in that
system of education.

his

T

* Mr Carr is secretary-treasurer of the Do
minion Association of Chartered Accountants.

Growth of the Profession
According to our records, the begin
nings of the profession in Canada date
back almost sixty years. I mention this
because the growth of the nine provin
cial institutes has not been recent; their
educational aims and ideals had their
foundations long before most of the
present members were born. As early
as 1864 the parliament of Canada had
passed statutes governing the adminis
tration of bankrupt estates, and under
this legislation the creditors of an in
solvent debtor could name an assignee
to administer and distribute the estate.
Some of the accountants’ offices es
tablished at that time for the handling
of these estates have maintained a
continuous existence down to the pres
ent day. This circumstance and the
close relations existing between the
financial centers of Montreal and
Toronto and those of Scotland and
England, where chartered accountants
had become organized, helped to en
courage the development of account
ants’ societies in these two Canadian
cities. In 1879 “The Association of Ac
countants in Montreal ” was formed and
the following year was granted a charter
of incorporation by the Quebec govern
ment. In 1879 the accountants of
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Toronto also formed themselves into
an association, and were granted a
charter in 1883 under the title of “The
Institute of Chartered Accountants of
Ontario.” Similar institutes were in
corporated in Manitoba in 1886 and in
Nova Scotia in 1900. In 1902 The
Dominion Association of Chartered Ac
countants received its charter from the
Dominion Parliament, and during the
following years institutes were formed
in the other five provinces of Canada—
British Columbia, Saskatchewan, Al
berta, New Brunswick and Prince
Edward Island.
Because of these close relations with
Great Britain, there was a considerable
influx of professional accountants to our
country during the years prior to and
following the turn of the century. Hav
ing had the ideals of the profession in
stilled into them in the Old Land and
having become at once identified with
the hopes and similar aims and ideals
of the comparatively new societies in
the Dominion, they helped in the spread
of the professional atmosphere in the
country of their adoption. Moreover, as
these new members from abroad were
familiar with the system and the
operation of their parent institutes, the
structure and the internal organization
of the British accountancy bodies be
came models for the Canadian societies.
Willing helpers from the British insti
tutes are to be found today throughout
the profession in Canada, and I can
name many outstanding members who
have rendered and continue to render
valuable assistance on committees and
in other capacities in our provincial
societies and the Dominion Association.
From their inception, the provincial
associations of chartered accountants
have taken seriously the responsibility
placed upon them by their charters.
Let me quote from the act of incorpora
tion of the Manitoba Institute—one of
the early societies—which is typical of
the provisions of the charters of the
other provincial institutes:

“The objects and powers of the In
stitute shall be to promote and increase,
by all lawful means, the knowledge,
skill and proficiency of its members in
all things relating to the profession of a
public accountant, and to that end to
establish classes, lectures, and examina
tions, and prescribe such tests of com
petency, fitness, and moral character as
may be thought expedient to qualify for
admission to membership, and to grant
diplomas to such members enabling
them to use the distinguishing letters
‘C.A.’ (Chartered Accountant) as a
certificate of such membership.
“The Institute may establish classes
of students-in-accounts and may make
arrangements with any university or
college in Manitoba for the attendance
of students-in-accounts at such lectures
or classes in such university or college
as may come within the course of sub
jects prescribed by the rules, by-laws
and regulations of the Institute.
“The council may—
(a) Prescribe a curriculum of studies to
be pursued by, and term of service
of, the students;
(b) Determine as to the fitness, moral
character, and habits of persons ap
plying to be examined;
(c) Prescribe the subjects upon which
candidates for membership shall be
examined;
(d) Fix standards of skill and compe
tency;

“The council shall hold examinations
at least once in each year.
“Any person not under the age of
twenty-one years who shall have satis
fied the council as to his fitness, moral
character, and habits, and as to his skill
and competency, and who shall have
passed the examination of the Institute
and paid the fees fixed by by-law, shall
be entitled to become a member of the
Institute.”
It was the natural thing for our insti
tutes to adopt as the system of training
their recruits for the profession some
thing similar to that which had proved
satisfactory and workable in Great
Britain, namely, the system of appren
ticeship, the organization of students’
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societies, and the writing of examina
tions at three stages of the student’s
period of articles. Our institutes, how
ever, did not stop there; they have
carried that system a step farther, and
as I shall presently explain to you, out
distanced other accounting associations
in the training and education of their
students. What are the main features
of this system of compulsory service,
education and examinations in Canada?

Students under Articles
One of the most important features
of our system is the course of practical
training. A young man having reached
the age of seventeen years and wishing
to qualify as a chartered accountant,
must obtain employment in the office
of a practising chartered accountant
and serve an apprenticeship of five years.
Before engaging him, the principals of
the firm must satisfy themselves that
such applicant has the personal quali
ties and the capacity necessary for the
normal type of professional accountant.
The selection of young people for this
service carries with it grave responsi
bilities. As we all are aware, the typical
professional accountant, in addition to
being generally well informed, must be
possessed of intellectual powers and
have developed a high degree of intel
ligence; he must be practical and not
academic, since his daily work has to
do with the practical matters of busi
ness affairs; he must be capable of con
centration and of discerning in any
problem the main as distinct from the
subsidiary factors; and he must, more
over, be possessed of personality and
high character and be prepared to put
professional ideals before personal in
terests. With this picture of the attri
butes and qualifications to be desired in
the members of the profession, the
principals have to decide if the would-be
apprentices have the latent qualities to
measure up to those standards and
requirements. The personal interview
with the applicant, the official record

of his academic attainments, the refer
ences respecting his character and other
credentials, are usually the basis for
selection, and together with a period of
probation determine the final engage
ment.
The probationary period is not yet
uniformly fixed in all our institutes.
As an illustration, one Institute regards
the student as on trial during his
first year—until the results of his
primary examinations are known. In
other cases, he is considered as on
probation throughout the whole period
of his training. There are students who
have an insatiable thirst for knowledge,
but who fail to make proper use of it
after it is acquired. With their wisdom,
they do not get understanding. The
principal must accept his responsibility
and discuss at any point in such stu
dent’s period of service the futility
of his continuing further. Some firms
indicate to the student on admitting
him to employment that the first few
months are a probationary period, at
the end of which the student may with
draw or the firm may terminate the
engagement without hard feelings on
either side.
As soon as an applicant is accepted by
a firm of chartered accountants, he will
become registered as a student in the
institute of the province where he
resides so that he can at once enter upon
his technical studies.

Students’ Societies
From the earliest days of the insti
tutes, the students’ societies have had a
prominent place in the educational
system of the profession in Canada.
Study groups are formed in cities
wherever there are sufficient students
to form a nucleus of a class and their
activities include lectures, the reading
of papers, and class discussions. Every
encouragement is given by the members
of the institutes to promote the useful
ness of these organizations and to foster
an esprit de corps in its members. When
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lectures are desired on particular ac
counting subjects, there are members
ready and willing to give assistance.
The benefits of a students’ society can
hardly be overestimated. It is a useful
field of work and affords an opportunity
for self-expression; it is a training
school for those who have the capacity
and the ambition to become the ad
ministrators and future leaders of the
profession.
As an illustration of its activities, the
Quebec students’ society last year, as a
supplement to the regular courses of
instruction, formed groups for the study
of cost accounting, business investiga
tions and reorganizations, financial
statements—their analysis and use,
budgeting, and income-tax legislation.
Weekly meetings of these groups were
held, and a number of the members of
the institute were always present. As
some indication of the seriousness of
their studies, I may add that about a
month prior to the regular institute
examinations and with the assistance
of practising chartered accountants,
test examinations were set and written
under examination conditions and the
answer papers graded and returned to
those who wrote.

it is not surprising that the conditions
which I have just described aroused
the councils or governing bodies of the
institutes to action. Today every in
stitute has made arrangements whereby
a course of training adequate to their
needs is made available to its student
body.
Methods or courses of instruction are
not uniform throughout the institutes,
and I shall refer first to the system of
instruction developed by the Ontario
Institute for its students sixteen years
ago and now being used by four
institutes—Alberta, New Brunswick,
Nova Scotia, and Ontario.
The determination of the Ontario
Institute to break new ground in edu
cational facilities came after a careful
and exhaustive study of the whole
question of the technical education of
its students; and the decision to
establish official courses of instruc
tion was taken after much delib
eration of the institute. While its
statutory responsibility as an educa
tional body, the inadequacy of the
students’ societies and the defects of
privately conducted instructional facil
ities were influencing factors, possibly
of greater weight (as was also the case
in the other institutes) were the ad
vantages accruing from official observa
tion and control of the progress of each
student and the desirability of giving
the students effective instruction at
cost.
How was the instruction to be pro
vided? Several means were considered
and finally the correspondence method
was decided upon. The main reasons for
the choice were that a correspondence
course is adapted where instruction is
to be combined with practice, as the
one is the logical complement of the
other, and it has a particular applica
tion to cases where the number of
students is large and where they are
scattered throughout the province. The
fact had already been established that
study by correspondence is well suited

Courses of Instruction
While the students’ societies have
had and still have a place in student
training, membership in most of them
is wholly voluntary and their existence
has been no guarantee that all who
might participate have taken advantage
of such technical instruction as was
offered. Classes of instruction in ad
vanced accounting and allied sub
jects outside these lectures were not
readily available and such correspond
ence courses as were given by private
institutions were inadequate. When I
state that each of the nine provinces
of Canada has full control of its educa
tional system and that each accepted at
its inception the responsibility for the
educational standards of its students,
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to the student who is relatively mature
and has a firm purpose in his work.
To a greater degree than in classroom
instruction, the extramural student
must depend on his own stimulus and
persistence. The institute, having made
up its mind, had courses in instruction
prepared, the writing of many of the
lectures in the special subjects being
done by practising members of the
institute. Queen’s University at Kings
ton—an outstanding educational in
stitution, with a half century of expe
rience in extramural instruction—was
chosen as the body to administer the
courses.
The institute has five yearly courses
in operation—one course of twenty-six
lessons for each of the five years of
practical experience which all candi
dates for the final examination, other
than university graduates, are required
to serve. Students must complete ac
cording to schedule all the weekly
assignments of questions and problems
and obtain satisfactory grades before
being permitted to write the examina
tions.
In the institutes of British Columbia,
Manitoba, Quebec, and Saskatchewan,
most of the students are in or near a
metropolitan area, which has made it
convenient for each institute to arrange
with a university for regular classes
of instruction. For instance, during the
first year the student of the Manitoba
Institute attends the university classes
in Winnipeg in English (forty-eight
lectures with two examinations), mathe
matics and accounting each consisting
of twenty-five lectures and one examin
ation. For the intermediate examina
tion there are twenty-five lectures in
each of the accounting courses of the
second and third year with two exam
inations, and twenty lectures in each of
the auditing courses of these years with
two examinations. At the conclusion of
the third year the intermediate ex
aminations consisting of three papers in
accounting, and two in auditing are

written. In the fourth year there are
thirty lectures altogether in accounting
and auditing, and in the fifth year
twenty-four lectures in accounting and
twenty in auditing. The final examina
tion consists of four papers in account
ing and two in auditing. During the
second, third, and fourth years, students
must also pass certain courses of the
university in law and economics.
In recent years the Dominion Asso
ciation through the Students’ Depart
ment of The Canadian Chartered Ac
countant has been making a helpful
contribution to students’ studies. Every
month there are published a number of
problems taken from the examination
papers of the institutes together with
the unofficial solutions. This depart
ment has become of so great interest
and help that nearly every institute
provides each of its students with an
annual subscription to the magazine.
With a view to giving further assist
ance in the study of accounting, about
two years ago our association appointed
a terminology committee with Mr.
John Parton, of Winnipeg, as chairman.
The committee is performing a fine
work and is publishing monthly in
The Canadian Chartered Accountant
instalments of an accounting dictionary
for Canadian use. These terms and
definitions are being published also in
loose-leaf form and distributed to mem
bers of the association.
Examinations
I shall not burden you with further
details of the educational courses of the
institutes, but should anyone be suf
ficiently interested to inquire further I
have particulars with me. While the
programs of the several institutes are
designed and planned to meet the
requirements of their examinations, I
want to emphasize the fact that the
courses for students are regarded by the
institutes not as a means of coaching
for examinations, but primarily as edu
cation for the practice of a profession
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with large and increasing legal and
moral responsibilities.
This is the place, then, which the ex
aminations have in the program of
education. I have already referred to
the examinations of the institute in
Manitoba. In the case of Alberta, New
Brunswick, and Ontario, where there are
uniform examinations, the student will,
at the end of his first year, write the
primary examination consisting of four
papers—two in accounting and one in
each of mathematics and law; at the
end of the third year, the intermediate
examination consisting of six papers—
two in each of accounting, auditing and
law; and at the end of the fifth year,
the final examination consisting of six
papers—two in each of accounting and
auditing, and one in each of economics
and business investigations.
The Dominion Association of Char
tered Accountants was, as I already
mentioned, incorporated thirty-six years
ago, yet it is only within the past decade
that it began to function as an effective
coordinating body for the nine pro
vincial institutes. For years these
societies have held separate study
classes and have prepared separate ex
amination papers and marked the
candidates’ papers. Yet there is co
operation in other directions. In general,
reciprocity of membership exists be
tween the institutes. When a candidate
qualifies for and is admitted to member
ship in any institute, he automatically
becomes a member of the Dominion
Association. On application to another
provincial institute he may be admitted
to membership therein on payment of
the necessary fees, although some in
stitutes have the proviso that he must
have completed the term of service
with a practising chartered accountant
as required by the admitting institute.
Naturally the institutes have been
asking themselves why this multiplica
tion of work and unnecessary expendi
ture of effort and money. In conse
quence, steps were taken a year ago

towards the adoption of uniform ex
aminations and a standardized pro
gram of education. No institute re
gards its courses of instruction for
students as perfect; so by a process of
selection and adaptation, the committee
now engaged on the important task of
preparing a syllabus for all the insti
tutes is bringing the day closer when
there will be a coordination of the
courses of instruction and one set of
examination papers. Then we shall reap
the fruits of cooperation and the bene
fits of pooling mental and material
resources. May I at this point con
gratulate the American Institute of
Accountants on its wonderful attain
ment in uniform examinations, for I
understand from Mr. Carey that no
less than forty-three state societies are
now using the examinations of the
American Institute.

University Graduates
A university graduate who registers
as a student-in-accounts is granted cer
tain exemptions, but these exemptions
are not uniform throughout the pro
vincial institutes. There are some in
stitutes which exempt him from two
years’ service and the courses of study
of the first two years, depending on the
academic degree which he holds. Other
institutes are much less generous, and
still others grant no exemptions what
ever. At the annual meeting of our
association this year, it was recom
mended that any allowance of service
be limited to one year only. Why this
limitation?
All of us recognize that a cultural
education has its advantages for the
man entering our profession, provided
he possesses certain necessary qualities.
Enthusiasm for routine work, the exer
cise of care in details, and keenness of
perception often have been found lack
ing in the university graduate, while
the student of moderate powers who
has cultivated these qualities passes him
in the race. Genius has been defined as
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an infinite capacity for taking pains.
It is unfortunate that all too often the
college graduate will not trouble suf
ficiently about the details which are an
essential part of the beginnings of his
career in an accountant’s office. He is
apt therefore to minimize the value of
disciplined effort, to neglect the ele
mentary things which all students
should thoroughly assimilate, and in
consequence he does not receive that
thorough groundwork which others
with less academic qualifications aim at
and secure.
Conclusion
These, gentlemen, are the main
points of the subject which you have
asked me to discuss. There is one other
observation before I close which has to
do with a related yet more important
subject—self-examination.
A short time ago a young man who
had just passed his final examination in
accountancy called to see me. When
I inquired about his program for further
study, to my astonishment he said that
he had vowed not to open another text
book after passing his examination.
Here surely was a case to be pitied
rather than censured. Before he left me
he had a different view of what the
future held in store for the victim of
self-complacency, indolence, and indif
ference in our profession. To his credit,
however, he has since then been plan
ning further study.
The incident of that day has come
back to my mind many times. How
many of those who pass the examina
tions for membership in accountants’
societies on this continent and else
where realize that this attainment is
only the beginning of their professional
education? How many take time to
think that, by regarding these meager
qualifications as the full attainment of
their ambition and stifling the urge to
go on, they are stultifying progress?
Those associated with me in the publica
tion of The Canadian Chartered Account

ant, the monthly magazine of the profes
sion in Canada, have been endeavoring
to encourage members to submit for the
magazine the results of their private
studies or investigations into the nu
merous subjects which must surely arise
in the daily work of the wide-awake
accountant. It is a distressing fact that
little initiative is in evidence and that
the provincial representatives of our
magazine committee in their search for
articles from local members are more
often than not sent empty handed
away. Is it not a serious condition?
What more damaging indictment can
be made against our profession than the
recent one by Sir Josiah Stamp, namely,
that although accountants have been in
possession of vital business information
for the past fifty years, so far they have
not produced one generalization of im
portance.
Today more than ever before, govern
ments are interfering in the affairs of
men; regimentation is going on apace.
At their inception the accounting insti
tutes and societies in our country and
other countries were entrusted with
great responsibilities. Because of such
inactivity as that to which Sir Josiah
Stamp referred, is there not very grave
danger of our birthright going to an
other? The moral of the parable of the
talents is as true today as when it was
spoken nineteen hundred years ago:
“For unto every one that hath shall be
given, . . . but from him that hath
not shall be taken away even that which
he hath.” Some of us are asking, Will
the fate of our profession be that of
the slothful servant who hid his talent
in the earth?
One of the objects of the Dominion
Association is to promote means of and
provide facilities for accounting re
search and to consider to what extent
and in what respect economic and
social changes, legislation and court
decisions have affected or may affect
the science of accounting. At the last
annual meeting of our association,
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authority was given to our executive
committee to cooperate with Queen’s
University in a program of account
ing research. It is a healthful move, and

one which should foster and encourage
study and investigation in coming years.
That is one of the marks we have now
set before us in Canada.
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outset I must acknowledge my indebtedness to Mr.
Alan Maclver, assistant secre
tary of the English Institute, Mr.
Alexander Garrett, secretary of the
English Society, and Mr. Norman
Sloane, secretary of the Chartered
Accountants of Scotland. These gentle
men were all kind enough to furnish
me with replies to a questionnaire I
sent them when I was first asked to
make this address. How they were
able to assemble as much information
as they did in the extremely limited
time at their disposal is another matter
past my understanding. I could have
made the reply of any one of these
gentlemen a paper by itself, but in
order to cut down the length of this
address without losing any of the
interesting points of difference between
the three organizations described, I
am going to build my address around
the replies furnished with respect to
the Institute of Chartered Accountants
in England and Wales. I shall refer
to this body as the “Institute” and,
except where significant differences of
treatment are specifically commented
upon, you may assume that this is
typical of the other two organizations.
I shall refer to the Society of Incor
porated Accountants and Auditors, an
English body, as the “Society” and
to the Chartered Accountants of Scot
land as the “Scottish Accountants.”

The Chartered Accountants of Scot
land were established in 1893 under an
agreement between the three chartered
accountant societies then in Scotland,
namely, the Society of Accountants
in Edinburgh, the Institute of Account
ants and Actuaries in Glasgow, and the
Society of Accountants in Aberdeen.
Authority for its examinations was
established under the agreement made
between these three bodies.

the

What Examinations Are Held
Three examinations are held by the
Institute and the Society, the pre
liminary, the intermediate, and the
final. While I shall discuss the examina
tion syllabuses in detail later, I can
state at this point that the preliminary
is essentially a test of adequate scholas
tic training, and in both the cases above
mentioned, certain college and univer
sity degrees, such as the matriculation
degree of the University of London,
obtainable in any good English school,
will be accepted in lieu of the prelimin
ary. The intermediate provides for a
test of general accounting learning,
and the final tests the applicant’s
practical and theoretical experience.
In Scotland there is no preliminary
examination held as such by the Scot
tish Accountants, but preliminary
requirements are stipulated approxi
mately similar to those giving exemp
tion from the English preliminary
examination.
Anyone may sit for the preliminary
examinations, but definite limitations
apply with respect to eligibility for
the intermediate and final, as follows:
Broadly speaking, only those serving
under articles or, to use the Scottish
term, indentures, are eligible for these
latter examinations. These so-called
articles, generally speaking, bind the

Authority for Holding
Examinations
The Institute derives its authority
for examinations from section XIII
of the charter granted to it by Queen
Victoria in 1880. The Society, on the
other hand, is an incorporated company
and obtains its authority through its
articles of incorporation and by-laws.
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candidate to serve a specific practising
member for a five-year term, and the
employer is in turn obligated to assist
the candidate, where possible, in
connection with his studies, particularly
in the matter of providing practical
experience for him. The candidate may,
and frequently does, pay a substantial
fee for this privilege, although, of
course, articles are frequently given
without cost to deserving and promis
ing employees. The fee or premium paid
for articles is frequently returned in
whole or in part over the term of service
under articles, and here again in certain
cases deserving employees may receive
a salary during service under articles
granted to them without cost. You
cannot be articled in England under
sixteen years of age or in Scotland under
seventeen. Whether or not this means
that English boys reach years of dis
cretion before Scottish boys, I do not
know.
While on the subject of these articles
and indentures, I might state that the
English Institute and the Scottish
Accountants provide no other means
for entrance to the profession. The
Society, however, while modeling its
requirements around the article system,
has made provisions under which ac
countants with some years of experience
may take the intermediate and final
examinations and obtain their degrees
without service under articles. Appli
cants under the provision must have
passed or obtained exemption from the
preliminary, must have completed six
years of professional service with In
corporated or Chartered Accountants
before taking the intermediate, which
they may take at twenty-two, and must
have completed nine years of such
service before taking the final, which
they may take at twenty-five. In
addition they must be engaged in
accounting at the date of their examina
tions.
I have stated above that articles
are for a five-year period. Here again,

however, there are exceptions. One
of the important is that, in the case
of the Institute, graduates of a univer
sity of the United Kingdom may obtain
three-year instead of five-year articles.
The Scottish Accountants make a
corresponding reduction to four years.
Another interesting exception is made
in the case of the Scottish Accountants
to the effect that service by an appli
cant, while over seventeen years of age,
with a Scottish chartered accountant
may be applied to the extent of one-half
in reduction of the period of indentures,
provided that that period is not reduced
to less than three years.
Now that I have sidetracked for a
while to make an explanation of the
article provisions, I shall return to the
examinations.
Generally speaking, the intermediate
examination occurs approximately half
way through the period of service
under articles, and the final slightly
before or after the completion of such
service. You are not allowed, of course,
to sit for the final until you have passed
the intermediate and you must, I
believe, pass the intermediate prior to
completion of your articles. I have
known of a case in which a candidate
unable to pass his intermediate went
to the expense to be re-articled for
another period to another member of
the Institute.
I believe that many of the examiners
in this country are interested in the
purpose of the intermediate examina
tion. The principal purpose of this
examination is to test the progress of
candidates during the first part of
their service under articles. They are
not all as tenacious as the re-articled
man I referred to just now, and the
man who has spent, we shall say, two
and a half years in an accountant’s
office, and who draws a complete blank
in his first and second bouts with the
intermediate examination, may well
take stock of the situation and conclude
that he is unfitted for work in our

242

Accountancy Examinations of Great Britain

profession. There is also a lot to be
said for the argument that this plan
tends to spread the candidate’s study
more evenly over the five-year article
period. Without such an examination,
there might well be more of a tendency
to neglect study for the first four years
and to cram during the last year. I
am sure that you will agree as to the
advisability of starting right in at the
first year with a combination of theory
and practice.
Although I do not want to confuse
you too much with exceptions, I should
state at this time that in the case of
the Scottish Accountants the inter
mediate and final examinations are
each divided into two parts and there
are thus four examinations during the
period of study.

Examination Syllabuses
I do not see how I can avoid some
detail in describing the syllabuses. The
English syllabuses are similar; the
Scottish must be described separately.
I shall start with the English.

Advanced Bookkeeping and Accounts,
including Partnership and Law re
lating thereto.
Advanced Bookkeeping and Executor
ship and the Law relating thereto.
(3 hours)
Auditing. (3 hours)
General Financial Knowledge, includ
ing Taxation, Costing, Foreign Ex
changes. (2 1/2 hours)
Company Law, including Liquidations.
(2 hours)
Law relating to Bankruptcy, Deeds of
Arrangement, Receiverships, Trustee
ships. (2 hours)
Mercantile Law and the Law of
Arbitration and Awards. (2 hours)

In Scotland the syllabuses are as
follows:

Intermediate—Part I
Arithmetic, Algebra, Compound In
terest, Annuities, Elementary Statis
tics.
Intermediate—Part II
Bookkeeping.
Accounting.

Preliminary Examination
Compulsory subjects: Arithmetic, Alge
bra, Geography, History.
Additional subjects (Two and only two
of the following, one of which must be
a language): Latin, Greek, French,
German, Italian, Spanish, Advanced
Mathematics, Physics, Chemistry, Ge
ology, Stenography.

Final—Part I
The Law of Scotland relating to Con
tracts, Bills of Exchange, Sale of
Goods, the General Principle of
Insurance, Insolvency, Bankruptcy,
Trust Deeds for Creditors, Seques
tration. (3 hours)
Joint Stock Companies, Partnerships,
Trusts and Judicial Factories, includ
ing Fee and Life rent. (3 hours)

Intermediate Examination
Bookkeeping and Accounts, including
Limited Companies. (3 hours)
Bookkeeping and Accounts, including
Partnership. (3 hours)
Bookkeeping and Accounts, including
Executorship. (3 hours)
Auditing. (3 hours)
General Commercial Knowledge, in
cluding the principles and uses of
bookkeeping. (2 hours)

Final—Part II
Bookkeeping and Accounting—Advanced,
including Business Statistics and
Cost Accounts. (3 1/2 hours)
The Law and Practice with respect to
Income and Surtaxes. (3 hours)
The Law and Practice with respect to
Auditing. (3 1/2 hours)
Investigations, Insolvencies, Bankrupt
cies, Arbitration, Refereeships, etc.
(3 hours)

Final Examination
Advanced Bookkeeping and Accounts,
including Limited Companies. (3
hours)

I understand that in May, 1940, there
will be a change in the syllabuses of
the intermediate and final examinations
of the English Society.
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The examinations are held twice
yearly, in spring and fall. The Institute
examinations are conducted in London,
Birmingham, and Manchester. For
some reason or other, the preliminary
is also held at Newcastle and the inter
mediate and final at Leeds. I was not
surprised to hear that the Scottish
examinations are held in Glasgow,
Aberdeen, Dundee, and Edinburgh,
but my English blood boiled over when
I learned that the Scottish Accountants
also hold an examination in London.
Incidentally, you may take the In
corporated Accountants’ examinations
in Cape Town, Johannesburg, and
Durban.
I am going to talk for a minute with
respect to examination conditions
because I believe that this is a place
in which we might copy or learn some
thing from the other side. I can well
remember my own experience in the
examination hall of the English Insti
tute. The hall is on the top floor of the
Institute building. I had a large desk,
adequate supplies of excellent station
ery, pens, ink, etc., and I feel sure that
I must have had an eraser. The desks
were far apart, so far that in spite of
my best endeavors I was unable to
copy from the man next door. There
was lots of air, and although it was
probably raining at the time, there was
excellent daylight too. I am told that
twenty square feet of space is allotted
to each candidate. There was very
little noise. In short, everything was
inducive to a pleasant afternoon, except
for the fact that I had somehow or
other to answer the questions placed
before me. I cannot help contrasting
this with much that I have heard, but
not experienced, in the examinations
here. I have been told of cases in which
candidates were expected to face the
critical test ahead of them working
on rickety card tables or desks, with
paper inadequate for its purpose in
poorly lighted and crowded surround
ings.

The examinations are invigilated by
senior members of the Institutes, but
there is apparently a difference with
respect to remuneration: some are paid,
others are honorary. Incidentally, each
candidate is allotted a number and sits
at his appropriately numbered desk.
The names of candidates are unknown
to the examiners and to anyone con
nected with the examination until after
the results are known.
In dealing with the examining body,
I shall again have to describe the Eng
lish and the Scottish bodies separately.
I must also draw a distinction between
examination committees and examiners.
In the case of the English Institute,
there is an examination committee.
This committee consists at present of
nineteen members of the council ap
pointed by the council. Then there are
the examiners. I do not know how many
there are. Examiners in accountancy
subjects are members of the Institute,
but are not necessarily members of
the examination committee. Examiners
in law subjects in the final examination
are not necessarily members of the
Institute. The examiners are remuner
ated and may, with the consent of the
council, employ paid assistants.
In the English Society there are
eleven examiners: four practising mem
bers of the Society; five barristers at
law; one economist; one university man
for preliminary examination.
In Scotland the examining body con
sists of the presidents of the three
societies ex officio, five representatives
from the Glasgow and Edinburgh so
cieties, fifteen in all. They are all in
practice. With the exception of the
presidents, they all receive some re
muneration and each examiner is en
titled to the services of an assistant
who shares in the fees.
In the English Institute, questions
are submitted by the examiners. They
are considered and revised by modera
tors appointed by the Council out of
the examination committee. The moder
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ators report to the examining committee three questions. Inasmuch as these
with whom final decisions rest. In last three optional questions were
Scotland the examiners work in couples, brief in form, I shall state them here.
one examiner preparing the paper and 1. What do you consider the main
the other revising. Usually each man is
causes of the severe fall of the stock
responsible for one paper and he sends
exchange prices in 1937 as compared
with 1936?
his own paper to be revised by his co
examiner, and vice versa. There is in 2. Detail the most important activities
of an English bank.
addition an advisory committee con
sisting of three members, one from each 3. Outline the main features of the
British taxation system.
Society, to whom all the papers are
submitted and who pass on every Advanced Bookkeeping and Accounts,
including Partnership, consisted of six
question before it is finally adopted.
The same general plan is followed in questions with special values on num
connection with marking and grading. bers 1, 2, and 3 as before. Advanced
In England the marking is done by the Bookkeeping and Accounts, including
examiners and the grading by the mod Executorship, was the same. Advanced
erators, subject to the approval of the Bookkeeping and Accounts, including
examining committee. In Scotland on Limited Companies, was also the same.
On the other hand, in the Scottish
the other hand, the marking and grading
are done by the examiners working in paper set in the final examination held
couples, one marking and the other May, 1938, I did not see any optional
revising.
questions.
An allowance is made for style and
The examinations attempt to test
a candidate’s practical as well as his neatness, and I am told that no attempt
theoretical ability. In the English is made to cut down time allowances to
examinations there is decidedly more test a candidate’s speed and accuracy
tendency to provide optional questions. under pressure. The time allowed is
I can perhaps best illustrate this by intended to be adequate for a candidate
referring briefly to the papers given by of average ability.
You can appreciate that the societies
the Institute in the final examination
held May, 1938. In auditing there were concerned do not wish to disclose con
six questions, and it was announced in fidential information with respect to
the papers that special values would be the percentages required for a passing
given to numbers 1, 2, and 3, all of mark in the various papers. They were
which should be attempted. Law relat not even anxious to disclose whether
ing to Bankruptcy, Deeds of Arrange or not a pass depended on a percentage
ment, Receiverships and Trusteeships or on the general standard of the paper.
contained ten questions with no op One body did indicate, however, that
tional provisions. Mercantile Law and where manifest practice experience was
Law of Arbitration and Awards con present, the examiner was given con
tained ten questions with no optional siderable discretion with respect to
provisions. Company Law had ten recommending acceptance of the candi
questions with no optional provisions, date.
No model solutions are published.
General Financial Knowledge consisted
of seven questions with respect to However, coaching establishments, as
which it was stated that special value here, do publish such solutions. In
would be given to numbers 1, 2, and Scotland model solutions are published
3, all of which should be attempted. in the Accountants' Magazine, which is
The candidate was instructed, more the recognized organ of the profession
over, to answer only two of the last in Scotland. However, the solutions are
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published under the responsibility of
the editor and not of the examining
body.
Results are usually communicated to
the examinees about five or six weeks
after the examination.
Although examinees are not given
particulars as to the marks they have
obtained, they are either furnished
with, or can obtain from the secretaries,
details as to the subject in which they
have failed. The notification of failure
sent out by the English Institute states
that while a certain minimum per
centage of marks is required for a pass
in each paper, a higher minimum per
centage of the aggregate marks is re
quired in order to pass the examination.
Generally speaking, a candidate is
required to pass in every subject which
he takes. If he fails in any one subject,
he is compelled to re-take the whole
examination. I believe that in at least
one of the societies we are discussing,
an arrangement exists under which
a candidate, who has obtained a high
average mark but is low on one or two
papers, is given a passing mark in these
papers if he has obtained a passing
mark in these papers in previous
examinations.
It is interesting to note that the
candidate has no right of appeal or
review such as exists in certain states
here.
I have some interesting figures with
respect to the percentage of passes and
failures. However, in a speech of this
nature it is unwise to befog hearers too
much with statistical data. I shall,
therefore, confine myself to the last
examinations reported. In the May,
1938, examinations of the English
Institute, the following results were
shown:

Preliminary—265 sat, 58% passed
Intermediate—796 sat, 45% passed
Final—780 sat, 45% passed
In the 1937 examinations of the
Scottish Accountants, the following
were the results:

Intermediate, first division—343 sat,
38% passed
Intermediate, second division—201 sat,
66% passed
Final, first division—433 sat, 50%
passed
Final, second division—404 sat, 61%
passed

All the above results are fairly typical
of those of the last few years. I am sorry
that I do not have figures showing per
centage passes by subjects; nor do I
have figures showing, for instance, what
percentage of men sitting for the pre
liminaries never passed the same, what
percentage of men who have passed the
preliminary or have been granted an
exemption therefrom never passed the
intermediate, or what percentage of
men who have passed the intermediate
never reached the final.
I do have one confidential report,
however, covering such matters in the
case of one of the societies. I cannot
give you all the detailed information
contained in this report, but I do feel
justified in referring to one or two broad
conclusions reached. It appears that
approximately 60 to 65 per cent of
those who have passed the preliminary
hurdle finally become members. There
is also in the tables, if I read them
correctly, clear indication that some
thing well under 50 per cent of those
who have obtained preliminary qualifi
cations have not been admitted to
membership by the time their articles
have been completed.
Another interesting conclusion to be
Preliminary—229 sat, 36% passed
drawn from the report is that on the
Intermediate—556 sat, 58% passed
average each of the candidates sits at
Final—595 sat, 58% passed
each of the examinations twice before
In the case of the English Society he is successful.
I hoped that I might be able to give
1937 Examinations:
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you some information with respect to
the form of study usually undertaken
by students. Certain of the societies
have endeavored to obtain figures of
this nature, but have not been too suc
cessful. The English Institute tells me,
however, that practically the whole of
the candidates for the intermediate and
final examinations take the correspond
ence courses given by tuition organiza
tions such as Messrs. H. Foulks Lynch
and Company (something like our Pace
Institute), the British College of Ac
countancy, Metropolitan College, the
School of Accountancy, and others. In
addition, a considerable although a
lesser number of students take lectures
arranged by the Tuition Authority of
the Union of Chartered Accountant
Student Societies. They stated that
there has always been a desire on the
part of articled clerks to attend lectures,
but that until recently a full service of
lectures was available only in London.
During recent years this inequality has
been corrected to some extent through
the organization of the Union above
referred to. This Union now provides a
comprehensive series of lectures in all
the cities in which student societies
exist and in some others as well, and
works in cooperation with Messrs. H.
Foulks Lynch and Company and the
British College of Accountancy who, at
the present time, are tutors recognized
by the Tuition Authority and who sub
mit to a considerable measure of control
by that body in regard to the form of
their courses, the documents and sylla
buses which they issue, and advertising.
To help you understand the above
description, I must state at this point
that a student society is a group of
students, both qualified and articled,
in a city operating under the guidance
of, and sometimes with the financial
help of, the professional association. I
will describe the Chartered Accountant
Student Society as typical.
In the past, when student societies
arranged classes of their own, grants

were made by the Institute which were
related to attendance at the classes,
these grants being made to the senior
societies in the respective districts. The
coaching activities of student societies
have now, however, been coordinated
in the Union of Chartered Accountant
Students Societies Tuition Authority
and the Institute provides financial
assistance for the lectures furnished by
that body by means of an annual grant.
There are now chartered accountant
student societies in eighteen centers
throughout England and Wales. They
operate on a voluntary basis; all the
officers, except in the case of London,
act in an honorary capacity. The so
cieties are managed by a committee and
there are officers such as an honorary
secretary, honorary treasurer, honorary
librarian, and others, who are elected
annually, and in the case of most of the
officers, are changed annually. There is
also a president, who is usually a senior
practising member of the profession,
and a number of vice-presidents of
similar position. In the case of London,
where the activities are considerable
and there is a membership of over 1200,
the secretary receives an annual fee for
his services.
The functions of the student socie
ties are mainly—
1. To provide periodical lectures on
professional and cognate subjects;
2. To arrange debates, meetings of
discussion groups, etc.;
3. To provide a lending library of books
required by members for their studies
and for professional- practice;
4. In certain cases to provide scholar
ships ;
5. To furnish a means whereby mem
bers may meet each other socially
and professionally.

Once a year all the student societies
send delegates to a meeting, in one of
the centers, of a body called the Union
of Chartered Students Societies, at
which the affairs of the societies and
matters of professional interest are dis
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that my address this afternoon had not
been in vain if it contributed to the
development of the idea in this country.
It seems to me that the Institute, as
part of the service that it renders to
state boards and state societies, is a
perfect medium for the development of
a—Ordinary, that is, the articled clerks; this plan, and I should like to see them
b—Honorary members, that is, any
appoint a committee specifically to
member of the Institute itself;
c—Special members, that is, articled adapt the idea to our needs and circum
members who through distance or stances. It is true that the matter is one
without unavoidable difficulty can for state societies, but I should like to
see the Institute collaborate with and
not attend the lectures.
guide some specific state society in the
Ordinary members have an entrance development of an experimental student
fee of approximately $2.50, and an society, with the idea that the experi
annual subscription fee of $5.00. Honor ence gained in this test work might be
ary members pay dues of $2.50 or utilized later by the Institute to assist
$5.00, according to the number of years other state societies. It seems too that if
they have been in practice. Students an experimental student society could
may borrow three books at a time; fees be formed in this manner with nominal
for additional books run up to a fee of dues, keen and energetic young men
$7.50, covering twelve books for twelve would not only derive material benefit
months.
in the matter of coaching, but would
I am sorry that I do not have details also form valuable friendships and
as to the cost of the study course run associations, and would, above all,
by the Chartered Accountants Students start to think along professional rather
Society Tuition Authority. I shall than personal lines four or five years
switch for a minute, however, from earlier than is now the custom. They
England to Scotland for a guide in this would, moreover, find themselves par
respect. I find that the Institute of ticipating in debates, lectures, annual
Accountants and Actuaries in Glasgow, dinners, and other functions, thus
one of the bodies forming the Chartered acquiring at an earlier age some of the
Accountants of Scotland, runs coaching poise and ease so necessary in our
courses. The total cost for coaching profession.
and for the intermediate is approxi
I might mention at this point that
mately $100. The total cost for the the English Society has gone really far
final is approximately $115.
in this respect. Its by-law No. 24 pro
Another interesting service rendered vides that, within three months after
by the Scottish Student Society is the passing or obtaining exemption from the
conducting each half year of what are preliminary examination, all candidates
called “test examinations.” These are shall join a student society. It makes
usually held about a month before the moreover the maintenance of member
regular examinations and have appar ship in such student society a condition
ently been very helpful to the students. precedent for admission to the inter
To me, much of what I have told you mediate and final examinations.
so far does not represent anything con
The matter of cooperation between
structive in my hands, but of course it the English Institute and Society and
may become so in yours. For my part, the Scottish Accountants, on the one
however, I am very keen on this hand, and colleges and universities, on
student-society plan, and I should feel the other hand, in the matter of pro248
cussed. Most societies also hold an an
nual dinner to which one of the officers
of the other societies is invited.
The Chartered Accountants London
Student Society was founded in 1883.
It has three classes of membership:
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viding students properly equipped to
enter the accounting profession, does
not appear to have received great
attention until the last few years. It
is now being studied, and I think that
developments in this respect can be
expected shortly. There is a partial
exception here, however, in the case of
the Scottish Accountants, for in addi
tion to the syllabus I have outlined
above, for that group, there is a re
quirement that all students shall take
at stated times during their period of
study, three university classes, one on a
legal subject, Scottish Law or Mercan
tile Law, one on Accounting and one on
Economics.
The English Society has representa
tives on advisory committees or gov
erning bodies in various commercial
colleges in certain parts of England.
These commercial colleges are either
under the auspices of local education
authorities or are foundation institutes.
Before I close, I should like to talk for
a minute of the results achieved under
the general plans I have outlined.
Broadly speaking, they seem to func
tion satisfactorily and to feed the

profession with an adequate supply of
new material. There are, of course, from
time to time complaints by students as
to the fairness of papers, marking, etc.,
but I believe it is proper to say that a
student of average ability with due
application should have no difficulty in
passing the examinations. There have
been, of course, from time to time criti
cisms in the press and elsewhere, but we
all know how easy it is for the outsider
to look in and criticize. It is clear to me,
however, that those responsible have
given proper consideration to the criti
cisms raised and, where these appear
to have had a basis, have done their
best to correct whatever shortcomings
may have existed. Certain matters are at
this very time the subject of such study.
In conclusion, I should like to state
that I have been able to summarize in
this paper only a small part of the
information sent to me by the gentle
men I referred to at the beginning. I
have this information with me, how
ever, and should any of you be inter
ested, I shall be only too glad to let
you look through some of it at the
conclusion of this meeting.
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By George p. Ellis
on the committee on qualify also under the public accounting
governmental accounting of act.
One unfortunate situation will serve
the American Institute during
the past two years has taken me to
into
illustrate the disadvantage of this
most of the states, and in meetings and dual authority. The Illinois Highway
in private conversations I have par Commission requires a certified state
ticipated in a great many discussions of ment every six months from concerns
professional training. There seems to be bidding for construction contracts. The
a tendency in many states to follow the Commission shuts out accountants
precedent of New York and require from neighboring states, although the
more and more education before en C.P.A. law permits any accountant
trance to the C.P.A. examination. I who is a certified public accountant to
think that in the accounting profession practise in Illinois—the public account
we are placing entirely too much em ant act does not allow nonresidents to
phasis on ability to get by the C.P.A. come in without qualification. So certi
examiners and obtain a certificate fied public accountants of other states
rather than on ability to do the job at say, “We should like to qualify under
hand. It is well known that a young your law. What shall we do?” And the
fellow who has gone through a college reply is, “We will reciprocate with you.
course in commerce, majoring in ac You give us a C.P.A. certificate of your
counting, may be able to write a better state, and we will give you a public
examination than many experienced accountant certificate of our state.”
men because of its being a highly theo Of course, the other states will not do
retical type of examination. It seems to that, and there is going to be retalia
me that the profession itself must be tion.
more concerned with the training of
One of the members of the American
young nlen for practice.
Institute committee on governmental
Cultural training, of course, is fine accounting is chairman of the commit
and should not be neglected, but tee on governmental accounting of the
neither should it be over-emphasized. Pennsylvania Institute. His committee
To require, as the proposed Pennsyl has a program which would make the
vania law provides, a four-year college auditing of municipalities by public
course as a qualification to enter the accountants compulsory. The legislative
C.P.A. examination, while there are committee of the Pennsylvania Insti
many practising accountants studying tute has prepared a regulatory law,
by one means or another in preparation which would restrict practice in the
for the examinations, presents difficul state to those who meet the require
ties from which I am afraid the profes ments of the state board, and one of the
sion will suffer.
requirements which would become effec
In Illinois some years ago we found tive in a very short while is a four-year
that the noncertified men were better college course. You can see how that
politicians than we were, and as a result would antagonize all noncertified men,
there are two accountancy laws in that many of whom have a specialized prac
state. You may be a certified public ac tice, such as governmental accounting
countant of Illinois and yet you will not and building-and-loan accounting. If
be permitted to practise, unless you this law is enacted, Pennsylvania may
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have the same experience as Illinois.
The thing we need, of course, is bet
ter trained men and we should con
stantly bring up our standards, but that
training should be on the basis of what
we require for staff men. There is a
technique to auditing and to accounting
that the staff man must learn, and I
think that we are not doing the job that
we should in training our staff men.
The experience of my firm over
nearly twenty-five years has not shown
the college-trained man to be a better
accountant than the man who has
gotten his training in some other way,
whether it be in night schools, home
study, or by working on the staff under
direction, or what not. I am very much
in favor of college training, but I think
we are pushing it too far, when we let
our concern over the entrance require
ment for the C.P.A. examination ob
scure our thinking on the real problem,
which is to train men to know how to go
out and do a job of accounting.
Many men start as juniors and then
later obtain the C.P.A. certificate. By
one means or another they train for the
examinations and in the process they
become excellent men. Yet if four years
of formal college training is made a
minimum requirement, many of those
men are going to be shut out from the
examination. Many men on the staff
need training after they leave school.
We find more and more graduates of
very excellent schools who find it neces
sary to get more practical training. I
think that the development should be
more along the line of requiring more
experience as an entrance requirement,
rather than more academic training.
It is my opinion that many of the
economic problems that are facing the
country today are due to the fact that
businessmen are not familiar with the
problems facing business and many of
the things that they are blaming on bad
legislation, the New Deal, and what
not, could be placed right at their own
doors because of their own inefficient

management. The battle for the sur
vival of the fittest in business is going
to be won by the man who, on the basis
of sound, efficient, good management,
can make a profit in spite of competi
tion.
Where we have been able to study a
large group Of companies in a competi
tive area, what do we find? Sometimes
there is a range in cost of anywhere
from 5 to 15 per cent, indicating clearly
a difference in management efficiency.
The accountant should be trained to
make such surveys. It takes sound
training in practical economics, with a
broad, open mind, free from prejudice
and free from emotion.
There is the example of a company
which had been losing money every
year, even prior to the depression. We
made a study of the situation. One of
the first recommendations we made was
that more wages be paid, rather than
less wages, and that the right type of
men be obtained to do the job. By
proper management and direction of
the force, with no change in market
conditions and with no change what
ever in the competitive situation, a
concern that had been losing money for
more than ten years was turned into a
profitable business. There is a great
opportunity for the accounting profes
sion in this kind of work.
There are hundreds or even thou
sands of accountants all over the coun
try who are never going to have an
opportunity to prepare a registration
statement for the S.E.C. A great many
of them are never going to have to
prepare a report for the stock exchange.
But the accounting profession through
out the country can develop this fine
managerial type of accounting and can
develop specialties such as govern
mental accounting and building-andloan accounting. We need more of the
training that will fit men for that type
of work. It will have to be done largely
in our own offices—we cannot rely on
the schools to turn out a finished prod
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uct for us. One of the things that the
C.P.A. examiners can do is to introduce
questions that will drive men to study
these specialized subjects, for example,
problems that require thinking along
the line of cost and management ac
counting.
I have made the statement, and I
think it can be proven, that many of us
could increase our business to a con
siderable extent by developing the
possibilities within our own clientele.
That has been illustrated in two or
three instances recently where we have
taken over the practices of men who
have died. We took over one practice
which had been yielding an income of
about $8,000 or $10,000 a year. By
performing for the same clients new
services which enabled them to make
more money, that practice was so de
veloped that it yielded three or four
times as much in fees.
The mere passing of a theoretical
examination often is not sufficient; the
backing of good, sound training and
experience is needed to prepare the men
for the job at hand. Take the matter
of governmental accounting. We are
being embarrassed constantly by the
fact that we are attempting to do,
without proper training, a type of work
that takes considerable study and
familiarity with the literature that is
currently being published. The Na
tional Committee on Municipal Ac
counting has published some excellent
material in the last four or five years,

and many finance officer groups are
getting out material based on research
with a good, practical approach. The
men who are becoming finance officers
are increasingly well prepared for their
work, and are familiar with the litera
ture of the field. Accountants discredit
themselves very quickly when they
show an absolute ignorance of these
things that have become established in
the past few years.
The American Institute’s council has
approved in principle the work of the
National Committee. The Municipal
Finance Officers’ Association and many
other groups have approved it. Yet our
men are not studying the committee’s
bulletins, and we are constantly run
ning into audit reports that are abso
lutely misrepresentations of the facts,
because the accountants who prepared
them did not understand the problems
involved.
The state societies of certified public
accountants and the chapters have been
giving us cooperation lately, and I
think that in the coming months many
classes will be started.
Some of our larger offices are dividing
staffs into seminars, each concerned
with certain of these specialties, as
signing someone to conduct classes.
My plea to the examiners is that we
make a more practical approach, and
depend more on ourselves for training
our men, rather than adapt a highly
theoretical plan based upon an experi
ment in one state.
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